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ABSTRACT 


This thesis examines military retirement costs and the 
much-publicized unfunded liability that has accrued. Account- 
ing and funding of pension costs in the private sector are 
analyzed by discussing accepted actuarial valuations and 
cost methods, Accounting eenintes Board (APB) Opinion No. 8, 
and the Employee Retirement Income Security Act (ERISA) of 
1974. Private sector procedures are then compared to retire- 
femenolans and procedures in the public sector. Finally, the 
Mature and trend of military retirement costs is presented, 
followed by arguments as to the relevance of the unfunded 
liability. The thesis concludes with the observation that 
Mies erowing governmental liabilities for retirement and social 
Meeerams need formal recognition. The controversy surrounding 
military retirement costs, a small and relatively stabilized 
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I. INTRODUCTION 


AS GENERAL 


Beginning with the Treasury Act of 1789, accounting in 
Bovernment has undergone many changes in evolving to its 
Meesent state. Numerous Veena Cave reforms and professional 
meena zations have contributed to its development and 
increased level of sophistication. Yet many difficult and 
SomerOverSial 1ssues remain in the field of government 
Mecounting. Municipal, state, and federal accounting and 
Mmepoerting systems differ widely. These in turn vary consid- 
meme trom the principles practiced in the private sector. 
This paper attempts to trace briefly the history of account- 
meeoy tne U.S. Government, and will focus on two current 
momon-sOing issues, those of accrual and full-cost account- 
Meeeeeenith this background, the remainder of the paper deals 
With retirement costs in the private and public sectors, how 
they are accounted for and funded, and recommendations for 
misice  inprovements. Emphasis is placed on military retire- 
Memct CcOStS, since they are totally unfunded and represent a 
feeniiticant financial liability to future taxpaying genera- 


mons . 
B. THE PROBLEM 


The past several years have seen increased public aware- 


ness and media coverage of the escalating costs of military 
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iemeower, and the expense and form of military compensation, 
both active and retired. Out of this have come numerous 
reports, surveys, and recommendations for wide-ranging 

reform of the services' pay/allowance and retirement systems. 
Meee sponse to this situation, the President established by 
Executive Order in June 1977 the President's Commission on 
Military Compensation. Tasked with reviewing the findings 

of all recent committees and euomniceie an encompassing recom- 
mendation for modernization, it reported out in April 

foe eet. 20] specifically tasked was the development of 

a system that was both appropriate and equitable. The impe- 
tus behind these studies was very clearly another matter, 
Momwever. It is the rising cost of an ever increasing retire- 
ment community that is the compelling force driving this 
reform movement. In 1978, for instance, outlays for retired 
military pay was $9.1 billion, representing roughly 8 percent 
of the defense budget. This figure is projected to reach 
fee billion by 1982 (approaching 10 percent of total 
defense outlays). If the retirement costs of the six other 
federal retirement systems were added in as was done in 

mea, /, these figures would more than double. [It is under- 
Standable with 1981 total federal retirement outlays approach- 
ing $25 billion and growing, that there would be considerable 
miuse fOr concern. More alarming, however, is the fact that 
these seven retirement systems also reported liabilities 
exceeding $520 billion ($166 billion for the uniformed 
services), of which less than $44 billion had been set aside 


in federal trust funds. The difference between this accrued 
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Marmeeservice cost and the fund balance is referred to 
Benetally under the heading of the "unfunded retirement lia- 
bility."' The a ee of this accrued liability has serious 
mememcial, social, political and economic implications. This 
paper attempts to address many of these areas. Specifically, 
under accrual accounting concepts required by generally 
accepted accounting principles (GAAP), shouldn't the currently 
accruing retirement liability be iéomaazoue If accounting 
procedures are implemented to recognize this liability, 
Shouldn't this amount also be funded as representative of 
current costs for defense? Should the prior service costs 

be handled in a manner similar to the private sector and 
amortized over a designated period? Finally, what political 
and economic responses could be expected if all or some combi- 


nation of these proposals were enacted? 


feeeevcebD FOR RESEARCH 


estisedpparent that this unfunded retirement liability, 
now greater than $280 billion, represents a significant tax 
Durden for successive generations. If recognized, the accumu- 
lated national deficit would soar well above a trillion 
dollars with attendant economic and social repercussions. 
Meeeecat Geal of research concerning how to handle these costs 
is presently being undertaken. Contributing agencies include 
the Office of Management and Budget (OMB), the General 
Accounting Office (GAO), the Department of Defense (DOD), 
the Congressional Budget Office (CBO), congressional sub- 


committees and numerous public accountants, economists and 
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educators. Using accrual accounting concepts as a point of 
@eparture, a number of issues, as addressed in paragraph B 
above, still remain unanswered. There are opposing views 
Soemany points. in some instances experts may agree in 
principle with proposed changes while dismissing any real 
Metton. tlhe thrust of this paper is to bring together the 
Current arguments surrounding federal retirement costs, 
reach some general conclusions and comment On some of the 


proposals for future change. 


Pree vie THODOLOGY 


The information needed to address these issues was 
obtained through library research and analysis of many tech- 
Miedl papers published recently on the subjects of accrual 
accounting in government and federal retirement systems. 
Development of the subject begins with a brief history of 
Pevermment accounting, emphasizing major legislative reforms 
and the development and implementation of accrual accounting. 
Chapter III discusses the Arthur Andersen papers, which 
prepared representative consolidated financial statements 
for the government on an accrual basis. Following this, 
accounting and funding procedures for pension plans in the 
private sector are presented, under the guidelines of GAAP 
and the Employee Retirement Income Security Act (ERISA). 
These procedures are then compared with several retirement 
and transter payment plans in the public sector. Finally, 
military retirement costs and the associated unfunded liabil- 
ity are addresses in specific. A number of revised accounting 
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migeerunding proposals have recently been introduced, and 
these are discussed. Chapter V then offers some observations 
and conclusions based on the issues developed throughout the 


paper. 
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Clos on TN Gov ekNMeENT ACCOUNTING 


A. BRIEF HISTORY OF GOVERNMENT ACCOUNTING 


feamemearly 200 years the United States has strengthened 
its constitutional checks and balances and has incorporated 
mmeortiis structure the concept of accountability. To 
@eereve accountability, effective accounting controls and 
Meacetinancial reporting are essential. This section of 
Mmiempaper SUMMarizes the major efforts of the federal govern- 
[emeeeco improve the usefulness of its accounting, budgeting 
meet inancial reporting systems. This, in turn, leads to a 
discussion of accrual accounting in government, adoption of 
Wiiteh underlies the recognition of retirement cost liabilities. 
mor retorms in this area are highlighted in Table I. 

Maeetirst important legislation dealing with the fiscal 
memnority of Congress Mooele = lineastny AGCt of 1/89. As 
implied, this act created the Treasury Department and dele- 
gated it authority for management of the revenues and the 
Setimating of public receipts and expenditures. The act 
wetaolished an auditor and controller within the Treasury 
Department, and required an annual report to Congress de- 
tailing the receipts and disbursements of public monies made 
during the fiscal year. 

A major reform was the Budget and Accounting Act of 
1921, which instituted a number of important changes in the 


financial management of government. Two of the more important 
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of these were the establishment of the General Accounting 
wees (GAO) and the Bureau of the Budget {BuBud). GAO was 
ereated me encore of the Executive Branch and had final 
meweew authority as to the propriety and legality of all 
government expenditures and transactions. As such it became 
Seemeially the auditing arm of the Congress. It was set up 
primarily as a large bookkeeping agency responsible for main- 
Pemine the appropriation Been TAS tare all government agencies. 
Bubud was established within the Treasury Department and 
Charged with aiding the President in developing the annual 
Pmeget to be sent to the Congress. This was the first attempt 
mempuaset resources and identify them to actual program re- 
feeeements. Initial budgetary efforts, however, left much 
memocecdesired. They were implemented on a cash basis and 
provided no means for expenditure control. In 1959 BuBud 
was transferred to the Executive Office of the President. 
emenco silt OL amos / Brookings Institution report, the 
Legislative Reorganization Act of 1946 was passed into law. 
This study had noted a number of weaknesses in government 
accounting, among them the fact that existing systems still 
meerea to Give Congress complete control over collecting and 
aisbursement of public funds, and there was no existing 
memcrolL Over the préparation of government financial statements. 
aee-wocnacte Committee on Government Operations, established by 
this act, began the Joint Program for Improving Accounting in 
the Federal Government (JPIAFG). This evolved the following 
feoneeinco the Joint Financial Management Improvement Program 


MeeMiP}. This program still exists today and is chaired by 
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TAREE 1 


SUMMARY OF MAJOR LEGISLATION AND EVENTS DESIGNED TO 
ESTABLISH EFFECTIVE FISCAL MANAGEMENT IN GOVERNMENT 


7 39 
1906 
mS 21 
3 3 
oo 


1946 


1947 
1949 
5 0 
5 5 
16956 
B20 
6 7 
1968 
7 0 
1974 


1976 


Treasury Act 

Anti-Deficiency Act (R.S. 3679) 
Budget and Accounting ies 
Securities Act 


Bureau of Budget Transferred from the Treasury 
to the Executive Office of the President 


bees lative Retorm ACE - Joint Program for 
Improving Accounting in the Federal Government 
(JPIAFG) 

First Hoover Commission 

National Security Act Amendments 

Budget and Accounting Procedures Act 

second Hoover Commission 

Pee oa O05 

Planning-Programming-Budgeting System (PPBS) 
Beech Chya se COMmMassilon On Budget Concepts 
Sc hlcmiC@£ os Demeteune Control Act 
Legislative Reorganization Act 


Congressional Budget and Impoundment Act 


Zero-Base Budgeting (ZBB) 
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meemeomptroller General, Secretary of the Treasury, Director 
memos, Chairman of the Civil Service Commission (CSC), and 
Memeo. the General Services Administration (GSA). As 
meted by the Comptroller, the purposes of the JFMIP were: 
“to develop sound accounting within each agency, 
as a working arm of management, in terms of 
financial information and control...integrate 
patterned accounting and financial reporting for 
the government as a whole, responsible to execu- 
tive and legislative needs...elimination of over- 
lapping operations and paperwork...further 
application of efficient methods and techniques 
in pane es OPe tation throughout the govern- 
Teme ikea. 255 p. 38 | 
This program was considered necessary because accounting 
processes had failed to keep up with the increase in the 
member of government activities and with changes in the 
Memagement structure. This management structure had changed 
from a centralized to a decentralized operation resulting 
from the vast number of activities created during two world 
eer wnile the JFMIP did not have any legal force, it led 
mieemately to the Budget and Accounting Procedures Act of 
oO . 

Also, in 1947 the Commission on Organization of the 
Executive Branch (commonly called the "Hoover Commission") 
was formed in an attempt to streamline the federal account- 
ing system which it found outmoded, cumbersome and inadequate. 
Its findings included a recommendation to develop a complete 
and integrated accounting system tied to a performance or 


meorcram budget. It also gave implicit approval to the 


Bemeept Of accrual accounting in government. 
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In 1947 the National Security Act Amendments created DOD 
and departmental comptrollers and authorized the establish- 
ment of working capital funds. This was followed in 1950 by 
the Budget and Accounting Procedures Act, an incorporation 
Gtemany of the recommendations of the first Hoover Commission. 
As suggested by the title, many accounting changes were sub- 
Semmently instituted. The Act gave the establishment and 
maintenance of accounting systems to the individual govern- 
ieienacencies, thus removing the bookkeeping function from 
the GAO. GAO maintained authority, however, to prescribe 
Mmeeounting principles and standards for agencies and, addi- 
mmomally, was given the responsibility to approve all new 
a@ecounting systems before implementation. One standard 
prescribed by the Comptroller General (GAO) was the required 
Memwor accrual accounting to supplement the obligation basis. 
meaty, this act considerably strengthened the audit role 
of the GAO. 

The next significant development in government accounting 
mesulted from the findings of the second Hoover Commission 
fmemed in 1955. Their conclusions criticized the obligation- 
mmeoasis Of accounting, in that Congress did not know under 
the system when an obligation would be paid, and consequently 
meses control Of appropriations. In other words, under this 
Mepen-end'' situation, end of year “unexpended appropriations" 
were neither identified nor controlled. Their conclusion, 
much like the first commission, was that there was insuffi- 


G€i1ent control over expenditures either by the Executive 
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Mmeomen Or Dy Congress. In the area of accounting their 
report stated: 
iin ouCtmticwolacet amd Accounting Act of 1950, 
Beneresseimpesed On the Bureau of the Budget, 
the Treasury Department, and the Comptroller 
General, the legal responsibility for the devel- 
opment of accounting methods designed to provide 
Speerating anteommdtion. Up to the present, how- 
eVect Qmomly amrew steps have been taken for the 
MiereneieartoneoG: these programs, and these 
Weepor wave wot accomplished much.” Ref. 17, p. 58] 
Three other areas received particular attention by the 
Commission: budgeting based on costs, appropriations based 
Mmmeostimlated annual accrued expenditures, and accrual 
meeounting. 
Meenwimpetus Fiven by the Second Hoover Commission to 
meeounting and financial management practices in government 
meemco more hearings and committee reports. These led ulti- 
tieeely to the passage in 1956 of Public Law 84-863 which in- 
@eaporated into law most of the recommendations of the 
Commission, excepting the accrued expenditures concept for 
appropriations. This law, which amended the Budget and 
Mecounting Act of 1921, had as its main features the 
mollowing: 
meliiecenedquestseo. the @epartment and establisnment for 
appropriations shall, in such manner and at such 
times as determined by the President, be developed 
Pomeecost=mpased wuadesets and 

2. AS soon aS practicable after the date of enactment 


Of this subsection, the head of each executive agency 


Shall, in accordance with principles and standards 
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prescribed by the Comptroller General, cause the 
Hecommrs OF SUCh agency to be maintained on an 
accrual Dees. .oe 

Pepee@oy Of P.L. 84-8603 is found in Appendix A. 

The decade of the sixties saw continued reform in the 
areas of cost-based budgeting and congressional attempts to 
mereean accurate handle on the national purse strings. Imple- 
mented in 1965, the APU e roe aiming budee ting System 
(PPBS) was an effort towards expressing the budget on a 
feeeram Or pertormance basis. These endeavors were endorsed 
fpeeene President's Commission on Budget Concepts in 1967, 
along with a recommendation that the budget be expressed on 
an accrual basis to provide a better measure of the impact 
of government activities on the economy. The Revenue and 
Peependiture Control Act of 1968 placed limitations on overall 
disbursements and obligations that could be made in the 
twelve-month period. This was modified somewhat in 1969 by 
the Second Supplemental Appropriations Act which placed a 
memernvously moving ceiling on expenditures. 

Sweeping reform came the following year with passage of 
the Legislative Reform Act of 1970. This act directed 
BuBud, now the Office of Management and Budget (OMB), with 
the Treasury, to standardize and modernize the budgets and 
fiscal management of government agencies through the devel- 
Opment of a vast EDP system. In 1963, the responsibility of 
Mecounting and financial reporting for plant and property 
hes Shitted from OMB to GSA. Appropriately, the director 


of the GSA was made a member of the JFMIP. Finally in 1974 
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the Congressional Budget and Impoundment Act was passed. 
This legislation created separate budget committees in both 
houses of Congress, and a new agency, the Congressional 
Budget Office (CBO), was created to coordinate and assist 
the work of the two budget committees. 

Having traced the chronological history of major inno- 
vations in governmental accounting and financial management, 
it is worthwhile to review the structure and responsibilities 
of the agencies entrusted with the operation of these 


systems. 
1. General Accounting Office (GAO) 


iitemeconmeroller General 15 head of the GAO and is 
appointed to that position by the President for a period of 
Meevears. It is independent of the Executive Branch by 
Seeeen, and the long tenure of the Comptroller General 
compliments this independence. It has a number of responsi- 
Meat ies, the majority of which can be summarized into three 
general areas as follows: 

a. Recommending ways and means for improving finan- 
Cial management, prescribing accounting principles and 
Standards, and assisting agencies in improving financial 
management systems. 

b. Auditing or reviewing agency financial and 
management systems, the efficiency of management use of 
resources, and the effectiveness of agency programs in 


achieving the objectives of Congress. 


Zh 





c. Assisting the Congress and its committees by 
conducting special audits, surveys, and investigations Oe 
governmental programs and providing financial and technical 
avi ce. 

Thus, in addition to a strong audit and investigative 
role, GAO is responsible for prescribing the standards, 
principles and related requirements to be observed by each 
executive agency in the development of its accounting system. 
Mmemapproves all new accounting systems prior to implementa- 
Mme~emeean Cffort at standardizing accounting and financial 
Mmemerting systems. In the course of prescribing standards 
memo publishes considerable information, an example of 
Ween 1S The GAO Policy and Procedures Manual for Guidance 


of Federal Agencies. 


Z. Treasury Department 
This is the oldest of the central agencies, headed 

Mpeeene Secretary of the Treasury who is appointed by the 
President for an indefinite term of office. Although its 
functions have changed dramatically over the years, its 
primary responsibility remains to receive, keep, and 
disburse monies of the United States and to account for 
them. The Secretary of the Treasury is also responsible 
for the preparation of "such reports for the information of 
[m@eme resident, the Congress, and the public as will present 


mae results of financial operations of the Govern- 


Mee. (Ref. i4, p. 474] 


Times Gcainacinyv, me Consolidates 
and reports the status of funds and other accounting 


Statistics as submitted by the individual agencies. 


Ze 





oe OMB 


This office was established in 1970 as part of the 
Executive Branch and successor to the former Bureau of the 
Budget. As inthe past, its main function is to assist the 
President in the preparation of the annual budget, but with 
greater emphasis placed on management and fiscal analysis. 
Meme, Contributing responsibilities include planning and 
SevelOping information systems to provide program performance 
data, and planning and conducting evaluation efforts to 
assess agency program objectives, performance and efficiency. 
These duties all fall within the scope of the PPBS system. 
OMB also oversees budget execution through the apportionment 
Maeeeess, Wherein all agencies must receive approval prior to 
Gbligating or spending appropriated funds. The primary 
Bamust Of this office is budget formulation, policy, and 


procedures. 
ee GOA 


The General Services Administration was established 
moms’) aS an independent agency in the Executive Branch. 
Its responsibilities include the management of buildings, 
property, vehicles and related government records of same. 
Peoretonally it provides for the construction and operation 
meeouildines, procurement and distribution of supplies, and 
meeckpiling of strategic materials. In 1973 it inherited 
a number of functions previously required of OMB, including 


financial management systems development and automatic data 
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eeeessing management. Accordingly, the GSA has become in- 
Seeasingly active in prescribing financial management policy 
jmmeprocedures for federal agencies. 

itceleddseoL GheSe agencies constitute the principals 
of the Joint Financial Management Improvement Program. While 
they each have statutorially different responsibilities with 
respect to budgeting, accounting and reporting, they work 
together for the purpose of updating and modernizing financial 
management practices and systems throughout the government. 
The Budget and Accounting Act of 1921, as now amended, makes 
the head of each federal department and agency responsible 
Heeee and required to comply in, four areas of financial 
management: tRe!- | 

(1) Preparing requests for regular, supplemental, 
Suede rticCiency appropriations and submitting such requests to 
the Office of Management and Budget. 

(2) Using cost-based budgets for purposes of 
administration and operation and for the subdivision of 
mepropriations. 

(3) Taking action to achieve consistency in 
accounting and budget classifications, synchronization between 
@mese Classifications and organization structures, and budget 
/astitication by information on performance and program costs 
mom Cach Organizational unit. 

Jee LiGnicimmnenee cre Comperoller General informa- 
meom regarding the powers, duties, activities, organizations, 
financial transactions, and methods of business as he may 


require from time to time. 
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[It is apparent that great strides have been made in 
development of government financial management systems. 
lene has been a gradual Jim romesimple Cost and obligation- 
based budgeting and accounting systems to the establishment of 
mmeeerated financial systems. Performance budgeting introduced 
moo and PPBS in 1965 contributed significantly toward 
making budgets and their underlying accounts useful tools for 
managerial decision-making. Significant Roo wems «St 4 1) 
mememm, however. Each agency still is responsible for design- 
ing and maintaining its own separate accounting system to 
em@emre that operations will be properly planned and carried 
meer Although there are organizations of government account- 
mmeeeand Certain standards required by the GAO, these lack 
meemetnorougshness and wide adoption of the AICPA's "generally 
meee d accounting principles’ in the private sector. fhe 
meee is, simply, different accounting methods and reporting. 
Whale the Treasury consolidates submitted reports, there is 
[emeecmtral accounting department in the federal government. 
Merely, attributing costs to many of the services generated 
Meeeeovernment create problems in both accounting and per- 
memiance budgeting. For these reasons, government accounting 
remains essentially a cash-based system, not generally 
designed to summarize and report on operating results. 
meeeouen P.L. 84-865, in existence since 1956, requires 
that government agencies prepare business-like, accrual- 
M@ased financial reports, this law has been only partially 
implemented to date. Thus, despite recommendations from 


mmerocus Commissions, a legal requirement, and endorsements 
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Meee veral Presidents, the adoption of accrual accounting 
in government remains a major stumbling block to integrated 
financial systems and meaningful reporting by government 


agencies. 


B. ACCRUAL ACCOUNTING 


Mire shift to accrual accounting, however slow, is still 
generally regarded as one of the more important technical 
@emeltopments currently taking place in accounting in non- 

Meret OrganiZations. aAccounting has been defined rather 

mmeadly as ''...the process of identifying, measuring, and 
communicating economic information to permit informed 

judgments and decisions by users of the information." LRet.- 19, p. 1] 
moe an accounting system 1S a communications or feedback 
Meewanism providing information, principally in financial 
Moen, On the status of an enterprise and the results of 
Maeeartoms. it stands to reason that the usefulness of the 
eetem and the data it produces depends largely on how well 
miemeaecurately it conveys a “true picture" of the object of 
interest. Financial accounting, as distinguished from mana- 
Seeerieand Cost accounting, is historical in perspective. 
Mumeter yes CO Collect, analyze and record data of a financial 
iemeire fOr the preparation of the periodic financial state- 
fenmts and reporting of the results of operations. Managerial 


mecounting 


o>? 


however, is oriented towards aiding management 
in the administration of the enterprise. It involves the 
meme techmiques such as (capital) budgeting, cost account- 


ing, performance standards and variance analysis to assist 
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im Managerial decision-making. Finally, cost accounting is 
commonly associated with factory-type accounting methods 
memeeenae development of units costs, such as the familiar 
memmorder and process cost systems. Cost accounting serves 
primarily internal management by providing information useful 
Miecening Costs under control. 

Eeouiying the field of cost accounting is the concept 
mmmede Tlow of costs. Costs arise by Viele wot paAvinent of 
Memeeectic incurrence of a liability, or the consumption of 
mmmeroset. iin the source of operations they flow from one 
femeeeO another, e.g., from asset to expense, and accurate 
meeeeccolunting requires that expenses of the period be 
mememacted from those costs that remain in the form of assets 
meme. carried forward to the subsequent accounting period. 
meeeemisces Of the period represent the costs of goods and 
meme cs that have been consumed. The proper allocation of 
epemses tO the period to which they apply is predicated on 
the use of an accrual basis of AZEGOUM ELMS - 

meted sSitiply, accrual accounting means (1) that revenues 
meme He recorded in the period in which service is given, 
feeenoloh payment 1S received in a prior or subsequent 
M@eerod, and (2) that expenditures should be recorded in the 
Meetod in Which the benefit is received, although payment is 


eet, p- tiles. 


feeenin a prior OY subsequent period. 
business enterprise, the accrual basis is employed to obtain 
Meplacechning Of Costs against the revenue flowing from those 


meets, thereby producing a more useful statement of profit 


Seeloss. in government where the profit motive and competition 
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Mpemapsent, accrual accounting enables the calculation of 
tme cost of rendering services, as well as ae mee mee ompac 1 - 
son between the actual revenues and expenditures and those 
authorized. A better understanding can be gained from a 
Semmearison with the "cash basis of accounting." On a cash 
basis, expense is equivalent to cash paid out and income is 
equivalent to cash received. Specifically, income and 
expenses are recognized only upon the receipt and disburse- 
ment of cash. This system overlooks expenses that may have 
been incurred but will not be paid until a subsequent 
accounting period, and it fails to recognize income that may 
have been earned though not yet collected. As such, the 
cash basis does not produce a true measure of operating 
results. Under the accrual basis, revenues and expenses may 


Memcerined as follows: 


The revenues of a business enterprise are the 
Paoccmeartiincsmadiring thie perwvod in question 
imom tne delivery of csoods or the rendering of 
services to customers. Revenue is earned or 
realized at the time the goods or services are 
delivered to the customer regardless of the time 
when the order is received or when the cash is 
collected from the customer. Consequently, 
revenue earned is not the same thing as cash 
TccmeSuemmOrders recerved. 


The expenses of a business enterprise are the 
SOstsmOr mene Goods and Services consumed by the 
enterprise in the earning of revenue. As an 
enterprise carriers on its operations, various 
goods and services are purchased, paid for, and 
Consumed. Cost occurs at the time goods or 
services are purchased or acquired. Expenses 
Ceciewatumene timesgoo0ds Or Services are 
consumed. The actual payment for goods and 
Semviccsmmay take place at some other time, 
bemone Om@eadrter purchase Or consumption. Con- 
sequently, the expenses of a period are not the 
Same as the cash payments or purchases of that 
period. (Ref. iS. , Din 7 
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fairs appanent t£rom the foregoing that accrual account- 
moet iters from the cash basis in that it records revenue 
earned and expenses incurred instead of revenue collected 
ama expenses paid. A distinction will be made later between 
@eerual and obligation accounting. 

Federal government accounting systems are designed to 
emphasize the following three aspects of management accounta- 
macy. (Ret Lape 47 a | 

Meeeriscal accountability, which includes fiscal integrity, 
disclosure, and compliance with applicable laws and regula- 
irons . 

Z. Managerial accountability, which is concerned with 
@iemeconomic use of personnel and other resources. 

3. Program accountability, which is designed to assess 
Miiecner programs are achieving their intended objectives and 
Whether the best program options have been selected to 
achieve these objectives from the standpoint of total costs 
and outputs. | 

As resources dwindle, attention in recent years has been 
on program accountability, sometimes referred to as program 
Meee ritormance budgeting. As such, in the benefit-cost era, 
mncreased emphasis has been placed on costs of all management 
levels--on cost determinations and on cost-based budgeting. 
mmoric Law 84-863, which required the use of accrual account- 
ing in all federal agencies, also introduced the concept of 
cost-based budgeting wherever applicable. For program and 


performance budgets to have any meaning, they must be based 


ameetaccrued) costs, accurately determined. 
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A cost-based budget is one that is expressed in terms 
Mere cOStsS Of goods and services used or consumed during 
Mieeepe riod in question, regardless of when the goods or 
mummies Are Ordered, received, or paid for. This is in 
Permeineg contrast to the "cash-budget" already alluded to, 
paemeeie "Obligation-budget,'’ which focuses on the value of 
Beemseor Services ordered during a period without regard to 
Diecener they have yet been received or consumed. Determina- 
mugmmot COStS applicable to an accounting period for budget- 
Mmmempurposes, however, 1s often difficult and governed by the 
Meetee Of the program. For example, OMB Circular A-ll1 on 
Duaeet préparation defines costs for budget use as follows: 
vor Operating programs, costs will represent 
value of resources consumed or used. For pro- 
ewMuement and Manufacturing progress, costs will 
represent the value of material received or 
Mmuoduced, FOr Capital outlay programs, costs 
Porat c WOrKS walle cover the value of work 
Miieein Place and Costs for loan activities will 
meopimeselMGaccetS acauired, jim the case of appro- 
Metattons LOr programs which are essentially 
Secmeeine am nature, Equipment will be included 
in costs when it is acquired (or when withdrawn 
Momesupply imventorzres and placed into use); if 
ieeEeetatton COSts are provided in the accounting 
System, such costs will also be included in the 
BueoGameand tinaneing schedules, and appropriate 
@eduetions made to avoid duplication in the 
Becton tOralS... . 

It should be remembered here that costs become expenses for 

@iemoperating period being reported on. 

Mader accrual accounting concepts costs are recorded at 
the time these resources are consumed. Under obligation 


meeommtineg, the cost 1s recorded at the time a contract to 


acquire resources is entered into. An illustrative example 
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Seevoethis relationship and provides for clarification of 
Some, terms: 

1. Issuing a purchase order for goods or services or 
meters a COntract--recorded as an obligation (encumberance) 
in the period in which placed. 

2. Receipt of goods or services--recorded as an accrued 
Beaeenditure (liability) in the period received. 

Pee ooods or services consumed--recorded as an expense 
for the period (accrued cost). 

4. Payment made--recorded as a disbursement in the 
period. 

mms, under the obligation basis, only steps 1 and 4 
Meoenize costs. Under accrual accounting, much more (useful) 
Piermation 1s acquired, particularly with regards to costs 
of goods and services received and consumed within an 
accounting period. This projects more accurately the true 
costs of doing business, reflects revenues and expenses 
accrued, matches GCOStS accurately to programs and performance 
fees, and thereby fulfills the information and communication 
Meee ts Of a truly operational accounting system. Obligation 
accounting, however, provides little cost information that 
can be compared to performance or operating programs. The 
Imcurrence of obligations seldom corresponds to the actual 
Mem zation of resources or receipt of goods and consequently 
inhibits good management information and control. 

To briefly summarize, probably the most important bene- 
Pit Of accrual accounting is the greater control it permits 


Merecests, In private industry, accrual techniques are 
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essential for accurate completion of financial statements 
mipeeoetermination of net profit or loss for an accounting 
meemed. there is a regular need for matching revenues and 
Smeeemses Of a particular time frame. In government account- 
ieemwiere profit and loss are not predominant goals, the 
aieiasts 1S On a matching concept, but not a time concept. 
Under PPBS for example, costs are matched to programs as 
necessary to determine total program costs, measure benefits 
mmemeassess program efficiency. Cost accounting is then, as 
Mmevtously discussed, the logical extension of accrual 
Peeounting. Costs measure consumption, and taken together 
with accomplishments, they permit the manager to make judgments 
memoerrOrmance and informed operational decisions. It is this 
mameeement aspect of accounting that gives cost-based accrual 
Peeeeeml>s their growing emphasis in government. Little improve- 
Memes can be expected in either planning or control techniques 
unless reliable expense data are available, and such data can 
omeecome from an accrual accounting system. 

Mmimeeneed for better cost data and improved legislative 
(Management) control over appropriations is what led two 
Hoover Commissions to recommend the adoption of accrual 
Meeounting in government. To strictly account for public 
monies, the obligation method was satisfactory. For accurate 
costing and management purposes it was not. The benefits to 
be gained from an accrual system appeared well documented, 
and Public Law 84-863 has required its use since 1956. GAO 
has been given responsibility for approving all new federal 


Mecounting systems within this guidance. Implementation has 
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been slow, however, and most governmental agencies still do 
mot employ accrual accounting techniques. It is worthwhile 
to look at some major problems encountered during implementa- 


mmemeeand these are discussed in the following section. 


Meee ROBLEMS AND CONCEPTS FOR GOVERNMENT ACCOUNTING 


ieemieeckamined the benefits to be gained from an accrual 
m@eeeuntcing System, it 1S appropriate to focus on two areas 
Biaeeniave impeded its adoption within the federal government. 
Mmese are addressed in the sections: 1. The Budget 
meenerure and 2. Obligation Accounting. Following this, 
attention is turned to two concepts, widely accepted in the 
Mememetees Sector, but not fully practiced by the federal 
Bovernment. These concepts, which mandate an accrual approach 
Mmeweounting, are presented in Sections: 3. Full-Costing 


Memecpt and 4. The Entity Concept. 
ie ine Budget Sie ee) Cutline 


The major stumbling block in government financial 
Mmemertine today is the budget. The budget is submitted by 
Mm@eebresident and approved by the Congress annually. Each 
memey and department prepares and submits its budget 
request for higher level review and consolidation. A signifi- 
Barer improvement began in 1951 when budget estimates were 
merst presented on a program basis. Regardless of the 
Memeral purpose served, however, the budget outlays of the 


federal government are classified by function. The estimated 


Oy 
tA 





1b eyss Eel 


PROJECTIONS 
A 
BUDCET AUTHORITY BY FUNCTION 


{la billione of dollars] 
a a ee ae ee ae eae Ee ee eee se ee ee 
Projection 


National eleneHene ho wie cde ce eee oe Ueadesn 


tnternational PLLIER (ol eS ape 
Ceneral science, space, and technology........- 
Ener ay 


Natural resources and enviromment.........-.- 


Agriculture SOU BORE SOE ee 
Commerce and housing credit__.....- 2-22-20 8. 


mmpspor a0100,.---2---.----2-.2-...7..-...- 
Community and regional development_......--- 
Education, training, employment, and_ social 


eeveavevereorneres ert ese eet ean ee eee n ewer ee 


BRNCAt OTe eee ea cicicieis coc ccacunwsicis'onsss 
Training and employment................-- 


Bycome TUS 7a I ee ee ee a 
Ca LOLS es 
Federal employee retirement.......-.-..-.-- 
Unemployment compensation. .............. 
Public assistance and related programs___-_ 

Veterans benefits and services. .........-.-.--- 

We rminutrevon of justice... 3... --2 20 - 

General PONGCHMINC Nc ce eae a se gee ee os a sea us 

General purpose fiscal assistance......-.......- 


Allowances: 
Gvilian agency pay raises... .2..22 22.2222. 
Cagis be 2 a 
Undistributed offsetting receipts: 
Employer share, employee retirement. .....-- 
Interest received by trust funds... 2222... 
Renta and royalties: Outer Continental Sheif- 


Total budget authority... .- 2 Lee 
MEMORANDUM 


Budget authority, off-budget Federal entities.__. 


Budget authority, including off-budxe? entities... 
= Se 


Estimate 
1979 1980 1981 1982 1983 
128.4 139. 6 150.9 162.7 174.9 
(2ivey (20-4) (27,6) (27.7) = (27.9) 
Cem) (lial) (lize 1) ) (13.0) (13.8) 
G79 69.1) G03) (42.8) (44.2) 
(31.9) (35.7) (39.8) (43.9) (48.5) 
| 3.8 14.4 14.3 16.5 16.7 
yr 5. 4 5.4 4.5 4.2 
a) 6.6 6.0 6 6. 4 
Pas 12.8 12.6 WZ25 12:5 
ie 4 4.6 4.9 SHE) 4.6 
6. 6 pe TEE; 7.5 TT 
18.6 19.3 19. 4 13.5 oe7 
Lal red "ie. 7.6 hed 
33.6 34. | 55.2 sVigvl 38.9 
(i443 eel dG) eGo) ed oe 7). (13. 7) 
(12.33) 904.8) (5.7) 182 (19. 3) 
(6.9) (5.7) (5.8) (5.8) (3.9) 
52.6 58. 8 68. 8 rr) 85. | 
(31.7) (37.0) (46.1) (53.8) (80.1) 
(i720) = seo (13-7) (14,5). (15.6) 
(8.9) (9.0) (1) (9.2) (9.3) 
190.9 245.1 236.0 255.4 273.9 
(100.2) (115.8) (13.8) (154.7) (170.6) 
(19.7) (21.4) (22.5) (3.4) 24.48) 
(17.0) (15.5) (12.3) (10.6) (11.0) 
(290 OU.) | (61:2) (62. 2) 
(5.0) (3.2 (5.4) (5. 6) O..) 
19. | 19.7 20.0 2022 20.5 
4.] 4.2 4.2 4.2 4.2 
4.4 4.6 4.4 4.3 4.2 
16.6 15.8 20.5 20.4 18.7 
49.0 53.7 56. 5 58.0 58.8 
iez 2.3 3.6 5.1 6.5 
3.0 256 555 daz 8.8 
—5.2 —5.5 —6.0 —6.4 —6.7 
—9) -—10.3 —11.7 —13.3 —15.1 
—1.3 1.8 —|.8 —|.3 1.8 
568. 2 611.7 663.5 711.4 750. 3 
16. | 9.2 922 10. 2 10.2 
Det ieee. 9 672.7 «72le6 760.5 





beepeet Authority for FY79 and FY80 is shown in Table II. 


ecm National Defense for example, Congress appropriates 


funds by the functional areas RDT&E, Military Personnel (MPN), 


Military Construction, Operation and Maintenance (O§MN) and 


Mmeeremeement. DOD, through a process called "cross-walking," 


identifies these funds to individual program categories 


aligned with the Five Year Defensé Plan (FYDP). This is 


meme rated in Figure 1 and Table III below. 
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Fig. 2 - DOD Programming System 


ahe program areas are further refined into individual 


program elements. In the budget formulation phase, the 


concepts of cost-based budgeting and cost-benefit analysis 


are evident. In the budget execution and reporting phases, 
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however, these concepts become somewhat obscured. As an 
example, the Commanding Officer, Newport, Rhode tohand. 15 
funded an amount of O&MN dollars for base operation, includ- 
memm@armitenance of real property. If a supply center is on 
base, this 1s separately funded from the Naval Stock Fund. 

If R&D activities exist (in this case the Naval Underwater 
Sea Center--NUSC), these are separately funded. The pay of 
all service personnel is provided by the MPN appropriation. 
Finally, any approved construction is funded through the 
MILCON account. While the Naval Station might be considered 
an individual reporting unit for fiscal purposes, the funding 
structure leaves little discretionary authority to the CO, 
except possibly in the area of O&MN monies. Little incentive 
Memes tOr etticiency or control of costs at the activity 
level. Likewise, the organizational structure shows little 
resemblance to the responsibility center concept practiced 
[Mmeeivate enterprise. While our example is defense related, 
these same problems are evident in other federal agencies, 
usually exacerbated by interface with state and municipal 
programs. 

Agency activities are financed through federal funds 
and trust funds accounts. <A fund may be defined as "an in- 
dependent fiscal and accounting entity with a self-balancing 
mama r accounts recording cash and/or other resources, to- 
gether with all related liabilities, obligations, reserves, 
and equities which are segregated for the purpose of carrying 
Smeespecitic activities or attaining certain objectives in 
accordance with special regulations, restrictions, or 


n[Ref. 14, p. 35] itierriseGcOmte ct. a fund 1S a 
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meaty Carmarked sum of money tied to a specific appropria- 
meome lhe responsible agency must be Ape tHomaeco ul emt oT 

the dollars in the fund from inception to expiration. While 
municipalities may have as many as eight funds, there are 
five usually associated with the federal government. The 
Meeneral fund" is credited with receipts which are not desig- 
nated by law, and charged with payments out of appropriations 
of "any money in the Treasury not otherwise aporenrrateadn, 
Strictly speaking, there is only one general fund in the 
entire federal government, maintained by the Bureau of 


Beeoumces Of the Treasury Department. Agency funds are sub- 


Meeestons Of the general fund. "Special funds" contain 
meets Carmarked for specific purpose, other than carrying 
Seiemaecycle of operations. "Public enterprise (revolving) 


funds" finance a cycle of business-type oeprations in which 
Smeays generate collections, primarily from the public. 
Wintra-governmental revolving and management funds" facilitate 
financing operations within and between government agencies. 
memaely, “trust funds" are used to account for transactions 
memeaced to assets held by a governmental unit as a trustee 

of fiduciary agent. 

An individual agency fund, then, is a subdivision of 
the general fund, and represents the amount appropriated for 
O@erations on an annual basis. Tied to the concept of fund 
accounting is what is termed budgetary accounts. These perform 
the stewardship functions of accounting for appropriations by 


Bemeress. Examples of account classifications might be Un- 


obligated Allotments, Unliquidated Obligations, Accounts 
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Payable and Fund Balance with U.S. Treasury. They are 
designed to serve fund control purposes and record trans- 
actions which affect Staeus Orerund authorizations. Inte- 
Mewecd With these are the proprietary accounts which reflect 
tme familiar asset, liability, expense and revenue balances. 
Pmemtoeunigque in government accounting that the budgetary 
Meeomnts are integrated into an agency's account structure, 
a requirement to insure that appropriation and other fund 
[Z—emices are neither over-obligated nor over-expended in a 
@eeercular time period. A typical Navy accounting spread as 
Meo On a requisition, for example, identifies the appro- 
mmereron account, operating budget, and expense element, 
emememotnier things. [ft is the "accountability" nature of 
MBeemouarpetary group of accounts that receive the greatest 
emphasis in federal government. It is virtually impossible, 
Mmemever, fOr any user of fund accounting to apply financial 
em@erysis techniques to financial statements in a way that 
would identify problems. Efforts in recent years have 
Mmeecsced accounting systems that provide for full cost 
memelmting, clear separation of expense and investment items 
and a uniform expense structure that identifies cost with 
program element and compliments PPBS. At the operational 
evel, however, major emphasis remains on fund control, 

with integration of program and cost done at the claimant 


mevel after the fact, often on a statistical basis. 





fee Obligation Accounting 


Closely related to the fund account structure for 
meee priations is the subject of obligation (or encumberance) 
meeeumeing. Each year Congress approves appropriations for 
the various agencies, a projection of which was shown in 
ieee II. Most apvropriations for current operations are 
made available for obligation only during a specified fiscal 
wean (l-year appropriations). Others, such as some procure- 
Meameercems, are for a specified longer period (multiple-year 
Meeopriations). A third group, including most for construc- 
meomeaid some for research, receive appropriations available 
for obligations until the objectives have been obtained (no- 
year appropriations). These appropriations are called budget 
authority, and following the apportionment process by OMB, 
Mermits agencies to incur obligations against this appropria- 
tion and authorizes the Comptroller General to release money 
fmeome the Treasury (fund) in payment for same. 

At the agency level, each appropriation is treated 
femoeaumd, dalthough, from the overall point of view, it 1s 
feeeeadivision of the one general fund which exists for the 
Entire government. The preoccupation with fund accounting 
Stems from Section 3679 of the Anti-Deficiency Act which 
prohibits overobligating an agency's appropriated funds and 
meovides penalties for those charged with such responsibility. 
mms) Statute also applies to lesser breakdowns of a specific 
appropriation, specifically operating budgets and allotments. 


This is the instrument of Congress to ensure that agencies 
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do not overspend the amounts authorized them by the legislative 
branch. 

In federal accounting, an obligation has been defined 
meme se words: “amounts of orders placed, contracts awarded, 
femerrees received, and similar transactions during a given 
period requiring disbursements of money. Such amounts shall 
include disbursements not preceded by the recording of obli- 
@ations, and shall reflect adjustments for differences between 


nlite Mey 2 0s ae 


obligations and actual disbursements. 
Memed in the section on accrual accounting, however, obliga- 
tions are not satisfactory measures of performance since they 
may be incurred well in advance of resource utilization. When 
ODligational authority expires, special accounts are set up 
to track the unliquidated obligations beyond the accounting 
period. These are referred to as M-accounts and often remain 
on the books for a number of years. With disbursements lagging 
Semereations for any significant period, it is obvious that 
Sereroncal culated on this basis could not properly reflect 
expenses associated with a specific program or timeframe. 
iMimnime tO Our example in an earlier section, in a 
profit-oriented enterprise, no entry is made when orders are 
placed. The first entry is made when goods are received (and 
meeeraDdDility incurred}, and this is made to an inventory 
account. When the goods are used, this becomes an expense 
regardless of when payment is made. This is the essence of 
meerual accounting which has long been employed in the private 
sector. These two systems may be reconciled in many instances 


Mea third account titled working capital accounts, which 


41 





permits recording of both obligations and exvenses. *°=- ae ea 
To use a Navy related example, shown in Figure 2, issuance of 
Pmeurchase order redness a command's operating target (OPTAR) 
Mmememenestimated amount of the requisition, and sets up an 


sm@@eee charge in the undelivered orders account. 


Wbigation Basis Working Capital Expense Basis 


Undelivered Orders 
| x X | ED O4 O06 


Inventory 
XX ROO 


X meeuuenase Order 

ieee Material Received 

XXX - Material Consumed 

Pee 2s RoconecLLLatron»oOn Obligation “and 
Accrual Accounting 

Maen a tilied order expenditure document is received by the 
Mmemorized accounting activity (AAA) and reconciled, the 
mierlied orders account is credited and an offsetting accounts 
Mayable account charged. Under the system both obligations 
and expenses can be recorded, assuming inventories remain 
constant as in our example. This would support a cost-based 
mmeeeeting system by supplying accurate expense data; however, 
it does not eliminate the need for obligation controls. 
murthermore, as will be seen in the next section, reconciling 
mmmeosts to obligations requires adjusting costs to reflect 
Mamy unfunded costs. As long as appropriations are recorded 
feecerms Of obligational authority, and legal statutes govern 
their use, the accounting structure must first support fund 
meen Of Obligations imcurred. It is difficult, at best, 
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memanstitute a full cost-based accrual system on top of a 


fund structure designed to record incurred obligations. 
fee Full Costing 


ite stull Gost of any cost objective may be thought 
Meas the sum of its direct and indirect costs. In industry, 
Ma@emcost Of a product includes the direct manufacturing 
Seeeense plus an "appropriate" Pilloeattonmo: tne indirect 
expenses. The excess of the benefits (revenues) obtained by 
this product is the profit earned. In a non-profit government 
agency many services are performed without accruing revenues. 
MeemciOonally, it is virtually impossible in most instances to 
Mie Price tag on many government benefits. Some government 
@eencies, however, do charge for services performed. A major 
Mueerecpe inl Setting a pricing policy in this circumstance is 
m@me the price should be equal to full cost to preclude a mis- 
allocation of resources. "If revenues generated by full-cost 
Prices are not sufficient to cover total expenses, there 1s 
Meeerndication that the service is not valuable enough to 
Beetrety to warrant the cost of providing fe 7 PAeee Dy Bo toe] 
Peeeptions to this policy include penalty pricing to discourage 
Meemot ad Service and subsidy pricing used to provide a public 
good, the latter being generally defined as services not 
available through the market place. Generally speaking, the 
meee cOst Concept applies to nonprofit organizations since 
prices set above cost may take advantage of a monopoly position 
and prices set below may constitute unfair competition with the 


Private sector. (The latter condition supports a third method 


called market-based pricing.) The problem, however, is in the 
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meeuratce determination of full costs, a concept that pre- 
mapposes the use of accrual accounting. | 

Pie wproolen In MOnprorit service organizations is 
MmiaeemMany indirect costs are not included in the pricing 
decision. Two examples should suffice, those of (a) personnel 


costs and (b) capital (investment) costs. 
a. Personnel Costs 


Most organizations record personnel costs under the 
heading of labor, including wages and salaries, usually but 
not always accelerated for fringe benefits. Retirement costs, 
Mowever, is a large element of compensation that is often 
omitted. Although these costs may not be paid for many years 
to come, they are incurred during the period in which the 
moroyee 1S actually working, and under the accrual concept 
Should properly be charged as a cost of current operations. 
The prime example of this is military retirement costs, the 
ompject of this paper. Under a full-costing system, the 
MeecGOunted value of future retirement costs should be included 
in the current annual cost of national defense and paid for 
By today's "clients," the public-at-large. Such is not 


presently the case. 
Deeeecapital Costs 


These include large investment items such as 
equipment, plant, property and, often, research and develop- 
Memc, Capital costs are converted to operating costs by 


depreciation. Depreciation is useful for two purposes: first, 
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Memassion the cost of using capital assets to an operating 
feed based om its estimated useful life and, second, to 
Memeo tinance a replacement when its utility has ended. A 
meeaeedeal of controversy exists as to whether depreciation 
Soba be based on historical or replacement costs, an argu- 
Memeethiat will not be pursued here. It is sufficient to say 
mitemmose government agencies do not "capitalize" or depre- 
G@ate assets. Consequently, the costs of using these capital 
assets are not passed on to today's "clients." While capital 
assets and depreciation may be recorded in various accounts, 
Mmiemratter is a "statistical cost" not charged to the cost 
Smemeerent Operations. in striking contrast, rental costs 
meemexpensed annually and included in the computation of full 
costs. It should be pointed out that many governmental and 
Semerenonprotit organizations do not pay property taxes, 
feememe cOMStitutes an imputed cost that many feel should be 
ieeruded in any full-costing calculation. 

Thus , Pe coctmmn Teqminres the use of an accrual 
meeeunting system; otherwise the cost of current services is 
understated. While this concept is well recognized in private 
Pm@eerprise, it 1s generally not applied in the federal govern- 


ment, particularly in the case of general funds. 


eM ity  CONGeD t 


itiiewentity Concept applies to separate economic organiza- 
moms Or agencies. Financial statements prepared report the 
Status of the entity in question, a well-accepted concept in 


the business community. The balance sheet reflects the 
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mooitlar accounting equation: ASSETS = LIABILITY + OWNER'S 
meutTyY. As already noted. Nowever, the Zadieonel government 
lacks a central accounting department. Various groups, 
principally the Treasury Department, GAO, OMB, and GSA have 
Meeet Or Shared responsibility for the accounting and report- 
mieeepractices of federal agencies. The consolidated reports 
meemed by the Treasury merely aggregate the reports of the 
Mmeaenous government agencies along the lines of the fund concept 
feeeedy discussed. What many feel is needed is a consolidated 
Memeanee Sheet showing the financial position of the entire 
mena! sOoOvernment as a separate reporting entity. 

ae potential problem with such a statement would be in 
maemeeeecOuntS-receivable'’ area; specifically, how to account 
fOr accrued taxes due the government. Many accountants feel 
meeweenating revenues from taxes for balance sheet purposes 
Meoebe Equivalent to a business enterprise estimating 
Meoeecds from sales. Our discussion of accrual accounting 
addressed only half File Lee Mem wuld teOteaGerling e€xpenditures. 
Meeeeaccrual accounting requires that revenues be recognized 
Mmemeecarnéed, even though collected well into the following 
year. (In fact, many revenues are forwarded more quickly 
mimough withholding and corporate tax laws.) Municipalities 
Mave resolved this issue by the use of the modified accrual 
Measis recommended by the National Committee on Governmental 
Accounting (NCGA). The modified accrual basis is defined 
Mme. that method of accounting in which expenditures other 
aan accrued interest on general long-term debt are recorded 


when received in cash, except for material or available 
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meeemues Which should be accrued to reflect properly the 


wiRets 14.2. p. 11] Wee 


taxes levied and the revenues earned. 
of this basis for general and special revenue funds is 
accepted by the AICPA as consistent with GAAP. It generally 
Meemetiat Certain revenue items, such as property taxes, that 
can be accurately determined in advance may be recorded on 
peaeerual basis, with all other revenue items being recog- 
nized on a cash basis. In the federal government, however, 
mo Parallel exists. All revenues are deposited in the 
receipt accounts of the General Fund when collected. (The 
exceptions are revenues specially earmarked and designated 
MmemoDpecial Revenue Funds. Customs receipts is such as 
example.) No accounting provision for estimating accrual 
Mmewenues due the federal government exists. It would appear 
necessary that, before meaningful financial statements can 
memprepared, a modified or full accrual system to account 
for earned revenues needs to be implemented. 

While individual funds are a separate accounting and 
legal entity, they have no source of revenues. Their 
Mabance iS provided through the appropriation process, 
Be@ally On an annual basis. Since appropriations are subject 
to Congressional review and modification, they can hardly be 
categorized under the going concern concept used in private 
Meeounting systems. Furthermore, it seems unlikely that the 
mund structure is likely to change in the face of entrenched 
MecisSlative resistance. The "responsibility center" and 


Pert y concepts, in their traditional sense, would appear 


thus incompatible to individual government agencies and 
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departments. This makes consolidated accounting and report- 
mieeeor the tederal government as a whole all the more 
desirable if the public is to benefit from financial statements 


amewime itull disclosure of financial position. 


D. SUMMARY 


Many volumes have been written on governmental account- 
imemmand it was not the purpose here to attempt to condense 
them all. Rather, the discussion has focused on a few key 
Pomes and developments in federal accounting, with an 
emesis On the accrual concept. This principle is 

Mm otsimess, and the significant gains it can provide 
mewaias accounting and reporting in the federal government 
should be well understood. With dwindling resources and 
Sempeting programs, today's management needs accurate cost 
Mita fOr Operational decision-making. This can be provided 
SaeeyeeDy a tully cost-based accrual system. Yet the appro- 
Meeeation and fund structure adopted by Congress emphasizes 
maemotewardship function of accounting for authorized dollars, 
based on an obligational system. While a few individual 
meemcies have adopted accrual accounting techniques, they 
fmeemmot imStituted government wide, nor does the federal 
Meerment as a whole report on the basis of this concept. 
femeeresult, many accrued costs are not currently recognized, 
a fact which would make the accumulated national deficit 
appear far greater than is presently reported. Federal 
Mmeeirement costs are certainly a significant portion of this 


Mmeerucd liability. Incidents of (near) default in some of 
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the nation's cities in recent years have resulted from too 
much debt coming due, and the inability of the city managers 
momrerinance or SQ UIE new funds through loans or bonds. 

One has to wonder if accrual accounting systems, which 
meegenaze accrued liability, could have prevented or forwarned 
Emese Crises. Similarly, is the federal government approach- 
ing a debt ceiling where it will be difficult to obtain new 
mamas trom the public? Whatever tive answer, adoption of 
wee~@at accounting will help identify the true costs of fed- 
eral programs and alert federal planners to dangerous trends. 
Retirement costs, the subject of this paper, is one area that 


needs just such attention. 
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Peek eMenNd COSTING 


Peek ECOGNIZING THE RETIREMENT LIABILITY 


imeeecompensation and Retirement Issues 


mie past several years have- seen increased public 
awereness and media coverage of the escalating costs of 
[memeary manpower, and the expense and form of military com- 
Mem@eation. Out of this have come numerous reports, surveys 
meemeccommendations for wide-ranging reform of the services' 
pay and allowance system. As a frame of reference, Table IV 
provides a summary of significant developments in this area 
mimeccent years. these commission reports and legislative 
reforms have been augmented by many more staff reports and 
independent "think tank'' studies. Their volume alone 
mmemeets COMmcern over rising military costs and increased 
efforts to manage the budget bv closer attention to "'con- 
Mmeemeeaple’ costs. In recent years the portion of the federal 
Beeet attributed to “uncontrollable” costs has surpassed 
meee tnirdSs and is rising. In contrast, as James Wilson 
Seemees if his article, The Rise of the Bureaucratic State, 
Meeeene Size and budget of the military are matters wholly 
mecmin the power of civilian authorities to decide - indeed, 
m@cemilitary budget contains the largest discretionary items 


; Rede 26, Dp. 77} 


iieene entire federal budget. Evi sen ot 


Beeomictmo then that, in an effort to gain control of an 
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PApiE 1V 


Peer MENES REGATED TO FEDERAL RETIREMENT SYSTEMS 


196Z - Federal Salary Reform Act 


1967 - Rivers Amendment (linked military raises to 
CSC raises) 


1969 - DOD First Quadrennial Review (QRMC) 
1970 - Federal Pay Comparability Act 
Pevreominteragency Commiecee Report {1AC) 
mee - Survivor Benefit Plan 
1972 - Retirement Modernization Act (RMA) 
moe - DOOD Retirement Study Group 
1976 - Defense Manpower Commission 
1976 - DOD Third Quadrennial Review (QRMC) 
1977 - President's Commission on Military Compensation 
(PCMC) 
escalating budget authority, the military establishment in 
general and manpower costs in specific would be a target for 
meLorm. 
The President's Commission on Military Compensation 
(PCMC), which reported out in April 1978, addressed a number 
of important compensation issues. Among the more important 
are the following: 
Benefits vs Salary System 
Differential Pay 
Regular Military Compensation (RMC) 
Vesting for Deferred Compensation 
Retirement Annuities 
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The recommendations of the PCMC have yet to be acted on; 
Memever, a Short discussion here of severe key issues is 
meevided for background reference. Four categories of com- 
Memoation--basic pay, basic allowance for quarters (BAQ), 
basic allowance for subsistence (BAS) and the tax advantage 
(arising from the latter two) are usually combined into a 
memele tigure called regular military compensation (RMC). 
Excluded are fringe benefits (medical/PX/commissary/etc) 
and special duty pays, generally considered to constitute 
31% of total compensation. An example of RMC for an average 
Meeeover ten years of service, extracted from Ref. 15, is 


shown in Table V below: 


TABLE V (1976 Base) 


CALCULATION OF REGULAR MILITARY COMPENSATION 


ee 
Sub- Federal ein ay 
Olbehie gieng SS eis Tax Min ant an y 
Ray Basic Allow- Allow- Ad- Compen - 
Grade 2 Pay ance ance vantage sation 


Peer ion 275 oo, Ola.) $6607-52 $14417.51 $24,248.59 


Waite retinement annuities and costs are not the only 
Mempensation issue, they are currently receiving the most 
attention. Under the uniformed services nondisability retire- 
@eeeeolan, an employee is eligible to retire after twenty years 
Meeeservice (YOS). Prior to this date he has no rights to 
meerrement pay or benefits, e.g., he has no "vested" benefits. 
meen reaching retirement eligibility a member's retirement pay 


Mmecalculated at 2.5% of basic pay x YOS, with a maximum of 


75 percent. This does not include BAS, BAQ, or the tax 
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Boventage, which when added to basic pay represents regular 
feeeeany Compensation, Considered to be equivalent to a civil- 
ian employee's salary. This argument is often presented to 
memmecr the Charge that military retirees are overpaid. 

This retirement plan is a noncontributory system, funded on 

a pay-as-you-go basis by annual appropriation. 

The intent of this Seerones NOL COuSUMmMarize the 
emtire controversy of military compensation, which is beyond 
the scope of this paper. I[t should be kept in perspective, 
Memever, that retirement payments are part of an overall com- 
pensation package, and any attempt towards revision is a 
fomaumental task in suboptimization. 

Retirement or pension annuities are generally con- 
Sidered from two viewpoints, either as employer reward for 
Meeeeomot taithful service, or a deferred compensation due 
the employee. The deferred compensation view appears the 
Seeeenprevalent, as attested to by the increasing number of 
pension plans woh Comelespenerlurprevistons. “Table if 
meovrded a projection of retired military pay costs through 
ieee AS Can be seen, these increase steadily, approaching 
Seo OL active duty personnel costs. Reference 15 provides 
a second breakdown of Total Obligational Authority (TOA) for 
Mmeerred pay and estimates of the accrued liability for past 
memevace Costs. This is reproduced in part in Table VI. As 
meow, che near term projection for the accrued military 


miability 1s 178 billion dollars. 





EASE. Vi 


OMe aeons of Dollars) 


Accrued 
SHOU ierelyg Prior Service 

Bear Retired Pay CO Sit 
eo! 7 2 SS, Gam $121,-592 
1973 sO OS Ae a iso 
1974 55 eS .Oua9 148 ,016 
1975 0) CAST Sie: MOS , SS 2 
1976 i500 1 165,900 
1977 6) A 8) eal Ose 50 0 
1978 ono so.0 i O60 0 
1979 9,700.0 i? ool 
1980 10 ,400.0 74000 
1981 zie 2) vio, S00 
1982 ile O00 ro 0) 


As with compensation, it is not the purpose to argue 
whether retirement costs are too high or what modifications 
in the retirement system are desirable. It is, however, the 
meen tion to discuss who should pay these costs. In Table VI, 
does not the $9.7 billion 1979 retirement cost reflect payments 
for past service, and should these costs not be borne by the 
Saxpaying public who benefited from their service? This 1s 
not inconsistent with the full-costing concept. Additionally, 
it is the intent to discuss the currently accruing retirement 
costs, recognition of same by increased annual obligational 


authority, and the question of funding these costs. With the 
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exception of the funding issue, these represent fundamental 


government accounting changes. 
2. The Arthur Andersen Study 


It was noted in an earlier section that the Federal 
Government does not have a central accounting department, and 
Meodmees NO Unified and comprehensive report of the financial 
results of the Government's operations. IS IUS) FS eee ovine 
Andersen and Company, one of tne nation's largest CPA firms, 
published such financial statements for the government for 


4] The 


1973 and 1974, based on extensive neaoanan, Wee 
Statement of Revenues and Expenses, and a consolidated balance 
Sheet are shown in Tables VII and VIII. These represent the 
consolidated results of virtually all federal operations, 
including those of the off-budget agencies and trust funds. 
Further, they were prepared on an accrual basis, as are cor- 
Memaece financial reports, not on a cash basis, as the govern- 
ment reports it. Included are the familiar accounting 
moeimrques Of Capitalization of PP and E and land, deprecia- 
meomeand amortization schedules, and recognition of accrued 
ieeipalities. Some of the more controversial entires, 
explained in footnotes to the original statements, are high- 


lighted below: 


Sulmetreted at tts official rate of $42.22 an 
ounce. 


No accrual made for individual income taxes (due 
to the withholding system). 


Fememmepbesented at cost to the Government. 


Offshore holdings not capitalized. 
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Tei WV 11 


UNITED STATES GOVERNMENT 


ILLUSTRATIVE CONSOLIDATED STATEMENT OF 
REVENUES AND EXPENSES 


FOR THE YEARS ENDED JUNE 30, 1974 AND 1973 


2 6 


$95,106 


Millions 
1974 1973 
REVENUES: ee 
Maciniciwal income taxes ............6. cnc Cees tee eee $118,952 $103,246 
Social Security and unemployment taxes and 
foumemomt COMembOUtIONS . 2. .........461 16608 bic ee iea ees 76,780 64,541 
iengorate iMCOme taxeS ........ 0.0 cc cee ee ee eee ees 40,736 37,588 
Be OMEN Sess 6. eee ek ee a als wee Se ee dle ees 16,844 16,260 
CCR ONGORINETtaXCS 6.0. 6 ele eee ee ee ee ek ee ee 5,035 4,917 
Outer continental shelf rents and royalties .................. 6,748 3,956 
RR OS eae oe Se 6,539 4,970 
Total revenues | __ 271,634 __ 235,478 
EXPENSES (including transfer payments): 
National defense— 
Military personnel —_......_ ........... 23,728 23,246 
Operations and maintenance . 27,698 24,980 
Research and development ................. 2... ..... 8,582 S157 
Depreciation 11, 100 10,800 
ORIG 295 oo, SER ege ee ce ne eee ee | HS ra 3,091 
72,479 ___ 70,274 
Other operating expenses, including depreciation of $2,100 miilion 
into 74eand 2,000 million in W973 2... 6.cc8sees 41,982 36,328 
Grants-in-aid, primarily to state and local governments .. 41,500 40,400 
Transfer payments to individuals— 
Income security, including retirement, unemployment 
and Social Security payments made ................ . 69,381 60,373 
tatea Re Cai eee nr ee re aes Me Stine Oe ed nae G TL. 30S 9,000 
Veterans’ benefits and services .. 3... ... we ee eee 10,400 9,700 
Other ...... 6,900 4,800 
97,981 83,873 
Noncash provision for retirement and disability benefits— 
Socia! Security 75,090 63,670 
Lea Se DE ee he re eee 20,560 rs 300 
95,650 77,0360 
Interest expense (net of interest income) 17,148 14,146 
Metal sexOenses .. | @ .Apscckale 8. Gowen: 366,740 322,051 
BXCESS OF EXPENSES OVER REVENUES $ 86,573 
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Buildings, structures and facilities reflected 
Pemtequls Ltlonm Cos C . 


Depreciation computed on a straight-line basis 
with no salvage value. 


Nonetheless, the figures provide a meaningful picture of 

where Washington stands financially. As in corporate 

balance sheets, there is a factor related to (stockholder's) 
equity which makes the statements balance; in the government's 
case, that item is the (accumulated) deficit. 

Among other things, the Revenue and Expense Statement 
shows a $95 billion deficit for 1974, many times the $4.7 
billion reported by the government. (This difference, of 
course, is primarily due to the difference between corporate- 
type accrual accounting and the government's cash-based figures.) 
Twenty billion dollars of that figure came from government 
pension plans and a staggering $75 billion from the Social 
Security Program. Under the present system, the extent of 
these huge liabilities is never seen. Only actual payments 
are reflected. 

The balance sheet begins with the federal debt re- 
ported by the government, but after several adjustments, the 
end result shows assets of $529 billion, liabilities of $1.1 
Mmemhiion--or a deficit of $812 billion. It was estimated 
emau the fully accrued Social Security liability is actually 
in excess of $2.4 trillion, but Andersen amortizes this over 
Mmenirty-year period, resulting in a 1975 accumulated liability 
of $416 billion. The contingencies for which thegovernment 
could become ultimately liable include $228 billion in various 


Bederally insured programs such as the Federal Deposit 
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Meemmance Corporation. Finally, the report reflects $299 
memeron if accrued federal retirement and disability programs, 
Seeewiacny $80.38 billion is attributable to the uniformed 
services nondisability retirement system. This was calculated 


as shown Below’ =: 7 Oemee° | 


Papi ons 

Present Value (PV) of Accrued 

Benefits at 6/30/74.. $148.00 
Less PV of Accrued Benefits for 

Active Military Personnel ee Ow) 
PV of Accrued Benefits of 

Retired Personnel Which is 

100% Vested 77.00 
Estimate of PV of Vested 

Benefits of Active Personnel 

Etirorp le to Retire Sao6 
PV of Vested Benefits of Per- 
Somoclwekectrred or Eligible 


to Retire 80.358 


itemeseapparent from the calculations that Andersen 
memecrhuded nO accrual for active personnel, since no vesting 
memmeeexiSt Until a member is retirement eligible. According- 
iy, the balance sheet liability reflects only the approximated 
Meesent Value of “accrued vested benefits."' The actuarially 
memormlined present value of "accrued benefits" by contrast, 
$148 Peeiiion . compares favorably with 1974 figures from 
emother source as shown in Table VI. While intuitively this 
Pepears to understate the liability, the calculation is 
meennically sound in accordance with APB Opinion No. 8, 


paragraph 14. 
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Whatever their shortcomings, these statements provide 
an important function by enabling the public to see how much 
the government 1s receiving and paying out during a given 
year, and giving an indication of the liabilities for which 
memias Committed itself that are not funded out of current 
revenues. To the extent that these amounts exceed what can 
reasonably be expected of future taxpayers, a potential 
crises could develop. With the geen < Passings Of Proposition 
meme california, this eventuality looms all the more 
mee atening. 

Not everyone, however, favors the accrual consolidated 


balance sheet and the reasons are not simply political. Some 


arguments are presented in the next section. 
meee ros and Cons 


Recognizing the unfunded retirement liability of fed- 
eral retirement programs generally assumes making the necessary 
accounting izes tO rerlect these accrued costs in reports of 
government operations. Specifically, this would be accomplished 
through the congressional authorization process by increased 
Smeal Obligational authority (TOA). To the extent that the 
present value of future payments of vested benefits exceeds 
the present value of future plan contributions and the amount 
in the (pension) fund, this “unfunded actuarial liability" is 
retlected on the balance sheet. This was precisely the pro- 
cedure followed by Andersen in Table VIII. Funding these 
pians through increased appropriation outlays, however, is a 


separate matter. By law most federal retirement trust funds 
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are required to be invested in federal debt securities. 
Miiemes tS NO cost involved in this kind of governmental 
Geansaction, only bookkeeping entries. This funding, in 
meselt, does not create a financial hardship for the govern- 
ment. When funds are needed to make benefit payments, the 
Treasury obtains the cash through the normal channels of 
meemreceipts or borrowing from the public. 

Meine these problems and references to the private 
Sector, opponents of the accrual consolidated balance sheet 
@emeept otter several arguments. The first is the political 
and economic repercussions in acknowledging governmental 
Meerued liabilities of this size. The adverse effects of 
Such an accumulated deficit would likely be felt on the 
memenewing Capacity of the government, the stability of the 
dollar and the GNP as well. Secondly, under the termination 
Drovision of most private sector plans, vested beneficiaries 
Mmeemcovered only to the extent of the value of the pension 
fund, plus up to SU -ceomusoce Gouporave Met worth under 
Peon. ithese figures are substantially less than the fully 
Meeeuea liability. Additionally, since the latter sum may 
be insured by the Pension Benefit Guarantee Corporation, there 
are essentially no liabilities. Hence the conclusion that 
Me@ere is no'real" or "legal" liability, and that only a 
eioral’’ obligation exists which should not be recorded under 
Mar. in the federal sector, the Social Security Act states 
moat ‘payments should be made only to the extent of the trust 
funds and that covered individuals who have contributed to the 


mma have no contractual right to receive benefits.' 
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Nesprte these arguments, it seems unlikely that the 
federal government could terminate the various retirement 
Mees Without considerable domestic upheaval. Consequently, 
it appears reasonable to accrue a liability for these costs 
on a going-concern basis. Only by full recognition of these 
movime liabilities can the cost of government operations 
be accurately determined and allocated, and the present and 
moemre Linancial condition of the United States be ascertained. 
Memeener, With full funding, these retirement svstem liabilities 


@emepe totally reflected in the public debt. 


Peels PRIVATE SECTOR 


ime previous section presented arguments for recognizing 
the unfunded federal retirement liabilities under an accrual 
Bemecenpt as consistent with generally accepted accounting 
Meemeiples. The military portion of this liability was esti- 
mated between $80 billion and $148 billion, computed in 1974 
dollars. This variance is explained in the different 
approaches used in the calculating methods. (The question of 
funding is reserved for a later section of the paper.) While 
the government has not adopted any uniform practices or prin- 
eaples for financing or funding its own retirement programs, 
meenas imposed stringent requirements on pension plans in the 
private sector through enactment of the Employee Retirement 
macome Security Act of 1974 (ERISA). Additionally, opinions 
of the Accounting Principles Board (APB) and its successor, 


mre) Financial Accounting Standards Board (FASB), provide 
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fmeance related to accounting for pension costs. The follow- 
Gmomeases attempt to highlight the accounting, reporting, and 
funding requirements for pension plans in the private sector. 
Mmeoepresentation is useful to a basic understanding of the 
Mature of pensions and costs. Also, many of the terms and 
memaataues used are relevant to the public sector as well. 
memenly, COMparison of the different Systems provides a basis 


mereconciusions and future recommendations. 
Tt. Actuarial Valuation and Cost Methods 


The entire spectrum of pension costing is complex 
M@eecOnirusing. This is due to the fact that pension termin- 
ology is not widely understood, that two entities are 
involved (the company and the pension plan), and several 
Metmods tor determining costs exist. Each of these methods 
encompass, in turn, a number of "actuarial assumptions." 

As a result, the relationship between such nomenclatures as 
pension expense, contributions, benefits accrued, pension 
assets, unfunded liabilities and vested benefits become con- 
fUSing and make analysis particularly difficult. 

Kmesimpilgsi terms, a pension plan is an arrangement 
whereby a company undertakes to provide its retired employees 
with benefits that can be determined or estimated in advance 
from company documents or well-understood company policy. 
These are referred to collectively as either "'defined- 
benefit" or "defined-contribution" plans. The objective of 
meoban 1S tO accumulate sufficient assets to meet present 


@eaeituUttire payments to its retired poaeeiiatics. I The 
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M@eeressional charged with the responsibility to cost-out a 
pension plan and to measure its present iLewedl Ce eeunding 1s 
an actuary. His task is to calculate what benefits will be 
paid out by a pension plan, given the population currently 
mmeeyed and a particular schedule of benefits. He usually 
seeks to establish a level cost which, over a period of time 
(say 30 to 40 years), accumulates assets hance Venous ter pay 
all benefits earned to date, as well as create a surplus. 
Pumecttarial valuation of a plan, then, is the process used 
for determining the amounts an employer is to contribute 
under a particular pension plan. (Although annual valuations 
are, perhaps, the rule, in some cases they are made as infre- 
quently as every five years.) This process may be thought 
of as consisting of the following three ghanee s CMe 2) Ope Guazil| 
Asset Valuation 
Determining the Actuarial Assumptions 
Using an Actuarial Valuation Method to Determine 
Present Value of Prospective Benefits 


An actuarial cost method is then applied to this present value 


to determine the contributions to be made by the employer. 
a. Asset Valuation. 


The first task of the actuary should probably be 
to value the assets of the pension plan. There are many 
approaches to this endeavor including valuation at book value, 
adjusted book value, market value or adjusted market value. 
The emphasis should be on consistency, both between account- 


ing periods and between the approach to valuing the assets 
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miemtiat used to determine the present value of the prospec- 
mye benefit obligations. Further, the ae woe chosen should 
be disclosed to permit comparison of different pension plans 
and to permit auditors to perform the attest function. Since 
MemunitOrmity currently exists, Ref. 5 suggests the adoption 
Say generally accepted actuarial practices to be recognized 
PemearecOunting purposes," and specifically recommends the 


market value basis as acceptable for these purposes. 
Bb. Determining the Actuarial Assumptions 


This is probably the most difficult and subjec- 
mememyod Of the actuary, and requires an expert skilled in 
Such matters. Based on the benefit formula of the plan in 
memect, he must estimate the amounts and timing of the future 
Mem@eruts whose present value is used in expressing the cost 
femeoension plan. A representative, but not all inclusive, 


mereeot important variables is briefly detailed below: 


(1) Interest. An expression of the rate of 
Seammanes that can be expected on the funds invested or to be 
mivested. 

(2) Expenses of Fund Administration. 

fis) future Compensation Levels. An estimate of 
Meeure Ccarnings as employees progress through normal wage and 
Memary Categories. Effects of inflation may be implicitly or 
eeeeicitiy figured in this and other calculations, with essen- 


Meally the same results, if consistently applied. 
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(yeercost-Of-Muying. Por those plans whose pur- 
@eroine power of retired benefits is protected by linking 
them to rises in the Consumer Price Index (CPI), the esti- 
mated future charges in the index need to be included in the 
assumptions. 

(5) Mortality. An estimate of how long an em- 
ployee will receive a pension based on mortality tables. A 
meeeor £Or Survivors benefits edeath UnaeuLeles Siok 
meobably be included here. 

(6) Retirement Age. Average normal retirement 
@ee and disability retirement provisions. 

(7) Turnover. A consideration for employees who 
meemanate before acquiring vested benefits. I[f relevant, a 
feewtston for contribution to "portable" pension plans should 
be made. 

(8) Socral Security Benefits. Estimating future 
meal Security benefits is necessary for those plans that 
offset pension benefits when an employee begins receiving 
eeeral Security payments. 

Oo) AetuarialyGains and Losses. Since it is un- 
Tikely that actual events will coincide with each assumption 
mae, the calculations should recognize the differences 
between actual prior experience and the assumptions used in 


ene past. 
meee ciiarial Valuation Method 


Wiemaetiary S Next task 15 to determine the 


Present value of prospective benefits. This is the amount 
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of money it would take today, taking into account expected 
future levels of renumeration, to provide the expected bene- 
fits in future years to all active and retired employees now 
covered by the plan. To determine the size of benefits to 

be paid, the actuary considers the benefit provisions of the 
plan, the make-up of the present participants, and the set 
mepeccUarial assumptions just discussed. He then discounts 
this benefit stream back to the present by means of an assumed 
interest rate. The result is termed the "present value of 
Meespective benefits." It is worthwhile to note that the 
Smet size of this valuation is very sensitive to the actuarial 
assumptions used, particularly the all-important interest 
discount rate, all of which are judgmental decisions made 

by the actuary based on his perception of the plan's probable 
future experience. (One factor customarily ignored by 
@etUuaries is future plan improvements, even though they may 
know that the plan will change several times.) 

Next comes the matter of dinsudime the total 
between past service costs vs. current service costs based 
mmm acceptable cost method. Before turning to these, sev- 
eral definitions and a further discussion of pension termi- 
nology are presented to provide a better understanding of 
the issues involved. 

Cl) SNeemalbeGost. Normalgcost@ms the annual cost 
Meolened, under the actuarial cost method in use, to years 


mapseguent to the inception of a pension plan. 
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Wa mec acmmoervices Cost... Pension cost assigned, 
under the actuarial cost method in use, a wages jeneii(oye te 
ome inception of a pension plan. 

(3) Prior Service Cost. Pension cost assigned, 
under the actuarial cost method in use, to years prior to the 
date of a particular valuation. This may be a regular annual 
valuation or one arising from an amendment to the plan. 
memec, Drior service cost includes any remaining past service 
mis T . 

The semantics of pensionsis made unnecessarily 
difficult because various groups define the same thing in 
different terms. One easy approach to pension terminology 
meee Circle method" presented by Gewirtz and Phillips in 
Ref. 9. While the figures are different, an abbreviated 
Mimeistration of this approach is shown in Fig. 3, and will 
Memrererred to throughout this section. In this example, 
M@m@empresent valuve (P.V.) of future or prospective benefits 
has been ealeulated. using procedures already discussed, to 
Meme o00 million dollars. In part (A), the present value of 
past contributions, now labeled assets, is $200 million. 
Mmesother portion, $3500 million, remains to be financed. 
Actuarial costs methods are used to determine a budget to 
meyertor this $300 million, not the value of what still is 
to be financed. Regardless of the budgeting method, the 
P.V. of $500 million remains the same. This situation is 
often compared to depreciation methods, where total cost to 


be expended over the life of the asset remains unchanged, 
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Meas range ot schedules exists chosen primarily on the basis 
of cash flow and accounting Benen ier at ions. 

Most actuarial cost methods divide this $300 
million into two components as shown in Part (B). The first 
in the present value of future normal costs ($75 million) 
and the second the "unfunded actuarial liability" ($225 
million). This latter term has created a great deal of mis- 
understanding, partly because ERISA calls it the "unfunded 
Meemeservice liability" and APB Opinion No. 8 refers to it 
as the "unfunded prior service cost." Different cost methods 
attach different importance and values to these two portions. 
Again, the size of the $300 million balance remains unchanged, 
but the budget pattern will be affected and consequently 
becomes the controlling factor in choosing a cost method. 

puotwe sommerart "(C) provides aueslichtiy ditferent 
Memeopective. The circle is divided into two sections: 
benefits accrued to date ($500 million) and benefits to be 
accrued in the future. The former is further broken down 
into three segments. The first is the P.V. of benefits both 
Mee a and insured by the Pension Benefit Guarantee Corpora- 
muons (PBGC). If the plan terminates without sufficient 
assets to cover this $150 million, the company is legally 
meee to PBGC for up to 30 percent of its net worth. The 
second segment is the P.V. of benefits vested but not insured; 
$75 million in the example. This is not a legal liability, 
Mowever, since plans generally extend benefits only up to 
the value of assets in the fund. Finally, the third segment 


represents the P.V. of benefits accrued but not yet vested 


ope, 





($75 million). Some interesting relationships can be seen 

Meee eperimposing Circle (B) on Circle (C), producing Circle (D). 
Bmmomn example assets cover all the legal liability and most 

of the uninsured vested portion. The $25 million not covered 
meme requently referred to as the P.V. of "unfunded vested 
benefits,'' and is reportable under APB Opinion No. 8. Addi- 
Euenally, most of the unfunded actuarial liability ($125 
million) is assignable to benefits that have not yet been 
earned by employees. Thus, the unfunded actuarial liability 
Beeeallion) is not really a liability in the traditional 
sense, since additional service is required for it to become 
wae mOre important revelation is the extent to which pension 
assets cover benefits accrued to date and the unfunded balance, 
meeeemillion in this instance. A funding strategy to "fully 
fund'' the pension commitment is a legitimate management 
concern, rather than preoccupation with the much belied un- 


mamgded actuarial liability. 


- 


gees ctuarial Cost Methods 


There are five generally recognized methods for 
determining current service (normal) and past services 
(unfunded actuarial liability) costs for employer funding 
Mposes. -Ret. 1, Appendix A] 

(1) Accrued Benefit Cost-Unit Credit Method. 
Under this method, future service benefits are funded as 
fey accrue, e.g. as each employee completes a year of 


mervice. Normal cost is the P.V. of the units of future 


benefit credited to employees for service in that year. If, 
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for example, a plan provided $20 a month retired pay for each 
year of service ($500/mo fOr Zo years arco the normal 
cost for an individual employee would be the P.V. of an 
annuity of $20 per month beginning at his anticipated retire- 
ment date and continuing until his expected death. Past 
meevice Cost 1s the P.V. at the plan's inception of the units 
feemeine benefit credited to employees for service prior to 
that date. The annual contribution under this method is the 
normal cost: plus some amount for past service cost. The 
latter mav include only an amount equal to interest on the 
unfunded balance (the interest a fully-funded plan could be 
expected to be earning) or may also include an amount in- 
tended to reduce the unfunded balance. While the annual 
Memmal cost for an individual increases each year because of 
gncreased probability of reaching retirement and a reduced 
meeeeunct period, for a mature employee group the normal cost 
tends to be fairly level. This method is frequently used 
mere the benefit Poo eset rea maMOoUntTpeimyean OL SECrVICe, 
but is seldom used where the benefit is a fixed amount or 
where current year's benefit is based on earnings of a future 
meriod. 

(2) Projected Benefit Cost Methods. Whereas 
mies previous method recognized the cost of benefits only 
when they accrued, these four methods look forward, assign- 
mye the entire cost of an employee's projected benefits to 
Mast and future periods. 

(a) Entry Age Normal Method. Normal costs 


under this method are computed assuming each employee entered 





eieeplan at the time of employment or at the earliest eligible 
time for new plans, and that conten Lome were made from this 
@ete Until the present valuation date. The contributions are 
the level amounts which, if accumulated at the rate of inter- 
fPeeeemsed in the actuarial valuation, would result in a fund 
Eomieieeco the P.V. of the pension at retirement for each en- 
Pemerec. Such current service cost would be expressed as a 
Tevel percent of payroll and used for all active Planeme ioc rs. 
Meemeenis 1s determined the P.V. of all future current 
services (normal) costs. This amount is added to plan assets 
Smemmeen subtracted from the P.V. of total projected benefits 
(see Fig. 3(B)) to yield the unfunded actuarial liability 
meemewiich past service costs arise. Several variations of 
mameemine chod €xist, including the use of an "average entry 
m@@eeeand 1tS application on an aggregate basis. As with the 
Drevious method, contributions include normal cost plus some 
mmemmt fOr past service cost. 

(b) Individual Level Premium Method. This 
Mememod assiens the cost of each employee's pension in level 
amounts over a period from the inception date of a plan (or 
[meeedate of his entry, if later) to his retirement date. 
mere service cost is not determined separately but is in- 
@eaded in normal cost. This method generates annual costs 
merenm are initially very high because the past service cost 
Seechough not separately identified) for employees near 
retirement when the plan is adopted is in effect amortized 
over a very short period. This plan is most frequently used 


men tunding by individual insurance or annuity policies. 
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(ee eeregdte Method. This method applies 
poo collective basis Blew prime: p les followed fal Teele) Wo Soe RDS 
[meamied. ihe entire unfunded P.V. of future pension benefits 
Wee S(A)) is spread over the average service lines of 
GCmployees who are active as of the date of the valuation. 

Past service cost is not dealt with separately, rather it is 
included as part of normal cost. Annual contributions are 
less initially, but decrease slower than under the individual 
level premium method, since past service cost is effectively 
mim@meized over the average future service lives of all 
employees. 

(d) Attained Age Normal Method. This method 
Deeins by defining past service costs based on benefits accrued 
memmcace (Pig. 3(C)). The balance is the P.V. of benefits 
Mmeeeted tO accrue in the future from which current services' 
Costs are determined by spreading the sum over the remaining 
working lifetimes of active plan members. As with some other 
methods, contributions comprise normal plus a determined 
mi@uat £Or past service cost. 

An example that shows the difference in the computa- 
tion of normal cost under two different methods is condensed 
from Ref. 22. Assume that under the aggregate method $731,059 
mem@ecaed 25 years hence. If the interest rate is 8 percent, 
menormal cost of $10,000 will be required to accumulate this 
sum ($731,059 + 73.1; the factor for the amount of an ordinary 
Mamuity of $1 for 25 years.) Under a different method which 
meeoenizes past service costs, assume credit for 5 years of 


prior service. Now there are 30 years to accumulate $731,059 
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rather than 25. Thus, the normal cost becomes $6,453 

ee 059 - 113.28 at 8 percent). Past service cost is de- 
termined by assuming that 5 annual payments were made. The 
pec 1S $57,857 ($6,453 x 5.87, the factor for the amount 
of an ordinary annuity of $1 for 5 years at 8 percent.) It 
can be seen that normal cost varies considerably. As noted 
meeviously, contributions would equal normal cost plus some 
portion of past service cost to be determined as Paw t eon ea 
management financing decision. (This aspect of contributions 
will be discussed in subsequent sections.) While the aggre- 
meeempension expense remains unchanged in the long run, the 
methods available to fund the plan provide wide flexibility 
for both cash flow and accounting patterns desired. The 
following pages discuss acceptable accounting and funding 
procedures available to management based on regulations and 


Memmerples currently in effect. 


- Generally Accepted Accounting Principles (GAAP) 


In November 1966 the Accounting Principles Board (APB) 
Mmeued Opinion No. 8 entitled, "Accounting for the Cost of 


[Ref. 1] It should be recalled that there 


Pension Plans." 
is an important distinction between accounting for annual 
pension costs and funding the plan. In any given year the 
amount of pension costs may differ very substantially from 
the amount required by the pension plan to fund future bene- 


fit payments. More often than not, however, the actuarial 


method used to determine eventual funding requirements 1s 
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the same method used by the actuary in computing the pension 
mme-moe 10r the year. The difference Rewieen pension 
expenses and contributions is reflected as a balance sheet 
@ecrual. The simple accounting entry below illustrates this 
Pome. Ret. ye a Dee a S| 


Pension Expense $100,000 


In eiye Mie ee oxen S aloha 
expense not funded . $20,000 


Cas ieeconerepieron. to 

pension fund $80,000 
itemestated purpose of this opinion was to narrow the practices 
meeereable to accounting for the cost of pension plans. It 
memiieemecrmits, however, considerable flexibility in deter- 
Mining annual pension expense. Specifically, it allows alter- 


iaemve accounting methods to be used in four main amen 9 Nasa So) 


Smoice of Actuarial Cost Method 

NeGOlmuane FOr Prler oervi co Cost 

Accounting HOt ee llanwaleGaI mowand Losses 

Accounting for Unrealized Appreciation/Depre- 
SeatronsOnerenmsiton Fund Assets 


pee O1ce Of an Actuarial Cost Method 


ihe opinion States that “to be acceptable for de- 
Pmemiming cost for accounting purposes, an actuarial cost 
method should be rational and systematic and should be con- 
Sestently applied so that it results in a reasonable measure 
Fite Pardes 3] The 


Seepension cost from year to year.’ 


five different cost methods discussed earlier are specifically 
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feme2oned as being acceptable provided the actuarial assump- 
mioms, USed are reasonable. For a plan ae separately 
assigns a portion of the expense to past or prior service 
BOsts, any amortization of that cost, above the interest on 
eiewuntunded actuarial liability, should be based on a ra- 
tional and systematic plan and generally should result in 
Geasemably stable annual amounts. As previously mentioned, 
the method used for accounting purposes does not have to be 
the same one used to fund the pension plan, the choice of 
the former presumably being based on the desired cash flow 


eaecern. 
ie eGcouncine Lor Prior Service Cost 


iitemoolimiome neeoonizes, thar different Views exist 
Memeerning the preferable way to recognize pension cost, 
arising from the long-term nature of pensions and uncertain- 
Sires about the total amount of benefits ultimately to be paid. 
One view is that periodic pension cost should take into 
account all estimated prospective benefit payments with 
respect to the existing employee group, whether related to 
service before or after the plan's adoption, and should be 
allocated over the remaining service lives of active employees. 
A second view stresses the continuing nature of pensions and 
molds that a charge for normal cost plus an amount equivalent 
fo interest on the unfunded prior service cost will be ade- 
quate to meet all benefit payments. This amount, it is 


argued, will over time accumulate an amount at least equal 


fo the actuarially computed value of vested benefits. A third 





and final view holds that, since a company has no responsi- 
Bueeity tO pay benefits beyond the pounce the pension 
Sa@eeeepension cost is therefore discretionary and should only 
be accounted for when an actual contribution is made during 
@@emperiod. In discounting this discretionary argument on 
the (accrual) basis of long-term obligations that will con- 
fee tO be met, the opinion states that annual pension 
expense should fall within a range as indicated below: 

(1) Minimum. The annual provision for pension 
meeeesnould not be less than normal cost plus an amount equal 
memimnterest or any unfunded prior service cost plus a provision 
memevested benefits (if prior service costs are not being 
amortized and the P.V. of vested benefits exceeds assets 
Meus any accruals.) 

(2) Maximum. The annual provision for pension 
cost should not exceed the total of normal cost plus 10 percent 
memgast service cost plus 10 percent of prior service cost 
arising from amendments tOntne lane plus simterest equivalent 
on the cumulative difference between the provisions and amount 
Mmmeed. tne effect of this 10 percent limitation is to 
prevent unreasonably large charges against income. A company 
may choose any method between the minimum and maximum, in- 
meiding amortization over a 10 to 40 year period, and meet 
the requirements of the opinion. Once a company chooses an 
meeounting method for prior service cost, it is assumed that 
it will use the same method each year. 

Laieiilysthe excess of the P.V. of vested benefits 
Over plan assets or accruals should be shown in the balance 
@ieet as both a liability and a deferred charge. 
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wee GeOuUntLInNg tor Actuarial Gains and Losses 


Actuarial gains and losses arise from changes in 
actuarial assumptions concerning future events and from 
variances between past estimates and actual results. Two 
methods are sanctioned for reflecting these gains and losses 
meecie annual cost provision: 

(1) Spreading. Net actuarial gains and losses 
Meemapolied to current and future cost, either through the 
momma cOSt or through the prior service cost. Spreading 
can take place over the future service lifetimes of active 
plan participants or over a ten to twenty year period. 

(2) Averaging. Under this method an average of 
annual net gains and losses, developed from those that 
occurred in the past with consideration of those expected 
eemoccur in the future 1s applied to normal cost. Alternately, 
a similar effect may be obtained by applying net actuarial 
meemeads a reduction to prior service cost in a manner that 
reduces the interest on, or the amount of amortization on, 
the prior service cost without reducing the period of 
mmiortization. 


ieeeneeccounting or Unrealized Appreciation/Depreciation 


These are actually variations of actuarial gains 
mmebosses. the opinion states that unrealized appreciation 
or depreciation on pension fund investments should be recog- 
nized on a rational and systematic basis that avoids giving 
undue recognition to short-term market fluctuations. Two 


methods acceptable for accomplishing this are: (1) recognizing 
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an amount annually through some type of moving average or 

(2) introducing an.assumed rate of appreciation as a separate 
feeiarial assumption. The opinion further states that it is 
acceptable to recognize up to only 70 percent of market value 
Seam actuarial gain. 

A final concern of APB Opinion No. 8 is the 
matter of disclosure. Noting that pension plans are of 
Were ient importance to an meee eaaains Cee Manic ale Ost 
Meomeand results of operations, it states that sponsoring 
companies should make the following disclosures in its finan- 
era statements or notes thereto: LRet- 1, Para. 46] 

(1) A statement that such plans exist, identify- 
ing or describing the employee groups covered. 

(2) A statement of the company's accounting and 
femainie policies. 

el The provision for pension cost for the 
period. 

(4) The excess, if any, of the actuarially com- 
Duted value of vested benefits over the total of the pension 
fund and balance-sheet pension accruals, less pension pre- 
payments or deferred charges. 

Cee ineewnatuGre and effecr Of Significant matters 
mMerecting comparability for all periods presented, such as 
charges in accounting methods (actuarial cost method, amor- 
Mmtation of past and prior service cost, treatment of actuarial 


gains and losses, etc.), changes in circumstances (actuarial 


assumptions, etc.), or adoption or amendment of a plan. 
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The opinion does not require the disclosure of 
Moeunded past service cost. However, companies registered 
under the rules and regulations of the Securities and Exchange 
Commission are required to make such a disclosure! 

In summary, while it was the intention of APB 
Opinion No. 8 to narrow the accounting practices applicable 
bo defined-benefit pension plans, considerable diversity in 
accounting for annual pension provisions still exists. The 
meyemvalliation methods assign greatly different sums to the 
normal cost of future benefits. The ranges between entry 
age normal and the aggregate methods, for example, are 
immense. The actuarial assumptions leave much room for 
differences of opinion as to what is "reasonable." Finally, 
the options for amortizing prior service costs and accounting 
for actuarial gains and losses in determining annual pension 
Seegense provide much discretionary latitude. The particular 
procedure to be followed, of course, is a management peroga- 
tive based oe Munber Of Considerations. Not ehe least of 
Whach is the issue of taxation. In brief, there are three 
aspects of the present tax treatment of qualified pension 
plans that need to be remembered: (R®?- 10, p- 3] 

CeieeEnplCyepeGOntriIbUtionsmeto Pension runds used 
@emetitmance such plans are deductible currently from the 
employer's gross income as a business expense. 

(ieetnolover contributions to such funds are 
not taxable to covered employees until received by them as 


benefits--when their tax rates usually are lower than when 


the contributions were made. 
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(3) Income from pension fund investments is not 
taxable to the fund nor to the employer, and is not taxed to 
covered employees until received as benefits. 

The multitude of acceptable accounting procedures 
Meaoeposed problems for accountants, auditors and financial 
Melysts. Some feel the question of proper determination 
of period expense has not been fully addressed. Others feel 
more disclosures are needed in Ace Statements, includ- 
mieemot Only the unfunded past service cost, but the amorti- 
zation period being used, the actuarial assumptions used, 
and the cost method employed. This would make comparison 
and analysis of plans feasible. Based on recent literature, 
feeolmsensus seems to be forming that would tend towards uni- 
Mommrcty in the cost method as well. That companies can take 
like transactions and account for them in an unlike manner 
has become too confusing. The aggregate cost method has 
been the one mentioned most frequently as providing a reason- 
aoe cost Meeuisnent approacn. This method, as previously 
discussed, reflects current year's pension expense as a level 
Memeeent Of payroll. This relationship can be expressed as 


follows: 


Zotmoweesoense oer. V. OF Pension Benefits 


Gugrent Prayroll oo) aor SrliGmiie a wrod Ss 


mes Opinion No. 8 was issued some 13 years ago. The FASB has 
been studying the whole spectrum of pension plan accounting 


for some time. A statement was originally due out last year, 
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But has now been postponed until the first quarter of 1979, 


and is not currently available. 
Seeeemployee Retirement Income Security Act (ERISA) 


In the past many employees have lost pension rights 
due to bankruptcies, mergers or simply ruthless employers. 
Occasionally employers released workers before earning 
vested benefits or terminated one pension plans because of 
insufficient funds. As a result, a major piece of legisla- 
meeneeche Employee Retirement Income Security Act (ERISA - 
sometimes referred to as the Pension Reform Act) was enacted 
an 1974. It provides guarantees for the worker to at least 
Mmmrmor Nis vested pension. The provisions of this legisla- 
tion establish new minimum funding requirements that are 
More stringent than the current minimum accounting require- 
Memts £Or recognition of the annual pension cost provision. 
Miacddition, the Act increases significantly the reporting 
amd disclosures required of pension plans. Before discussing 
these, the following summarizes a few of the more important 
Provisions of ERISA, exclusive of the new reporting and dis- 


closure Puddelines. /®@*- 18, p. 21] 


eel icibility 


Requires employers to enroll each employee 
meeyears of age or older with one year of service, with a 
few exceptions, into the pension plan. [t also prohibits 


excluding an employee because he is too old. 





bee vescing 


Establishes new minimum standards whereby the 
employer has three choices: 

(1) 100 percent vesting after 10 years of 
service. 

(2) 25 percent vesting after 5 years of service, 
Prading up to 100 percent after 15 years. 

(3) SO percent vesting when age and service 
mereemployee has at least 5 years of service) equal 45, 
merorne up to 100 percent vesting 5 years later. Further, 
the law states that pension plans must pay 50 percent of 
meeetired employee's pension to the surviving spouse unless 


the employee specifically waives that right. 
ee Hunding 


Establishes minimum funding standards requiring 
the employer to fund annually full normal costs, including 
Mmemeaaministration costs, plus amortize past service bene- 
mete liabilities over 30 years for new plans and over 40 years 
for existing plans. Experience gains and losses are also to 
Memamortized over a period from 15 to 20 years. Fines are 


meeetor noncompliance. 
d. Fiduciary Responsibility 


he Ticucweary loEcerincdmasmaly  DemSon €xXerel sing 
power of control, management, or disposition over a pension 
fund's assets. The law establishes the "prudent aaa rule 
Mmmrac basic Standard of fiduciary responsibility. He is 
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meerrea tO act Only to the benefit of plan participants, 
and prohibited from investment of more than 10 percent of 
the pension plan assets in the employer's securities. He 
is also required to diversify fund investments. In some 


@ases he may be held liable for loss to the plan. 
eee lermination Insurance 


iene Geateseadsrension Benefit Guarantee Corporation 
meee), a division of the Department of Labor (DOL), to 
insure payment of vested benefits in the event of termination 
of a plan. Employers of defined-benefit plans pay annual 
meemiums of between $.50 and $1.00 per participant. Once a 
plan is terminated and found to have insufficient funds, 
PBGC takes over management of the remaining assets of the 
plan. An actuarial determination would have to be made 
which would show the required allocation of the fund's assets 
Memvarious Classes of participants. (Because such a calcula- 
Eom 1S complicated and because plans usually do not terminate, 
ers intormation is not often reported.) PBGC also would 
assist in establishing retirement accounts and sending out 
monthly retirement checks. If plan assets are not sufficient 
memcover vested benefits ($25 million per Fig. 3(D))}, PBGC 
Mas the power to seize up to 30 percent of a company's net 
memen to make up the deficit. 

While APB Opinion No. 8 provided guidance as to 
Meeparation of the financial statements of the company, 
pension fund statements prepared by the fund trustee come 


Bader the rules and regulations of ERISA. The numerous reports 
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areescnedules now mandated are required to be sent to four 
main government agencies: Picmwepariment Of. Labor, the 
Pension Benefit Guarantee Corporation, the Internal Revenue 
meetece, and the Secretary of the Treasury. In addition, 
Eeoummany Description Report must be prepared and sent to 
ail participants and beneficiaries. Most of these reports 
are Situational; however, each agency does require at least 
Siewannual report or registration statement. It is beyond 
the scope of this paper to present the full spectrum of con- 
meteeme reporting requirements, but one report, the Annual 
Report (Form 5500) filed with the DOL, is worth mentioning 
Mmemeriy aS being particularly significant. A sample listing 
mesome Of the reports and schedules included in the Annual 


Report are shown in Table 1x, [Ref. 2, p. 25] 


Eh See neat eS 
aiemdaministrator of a plan to engage an independent public 
meeoumcant to conduct a sufficiently comprehensive examina- 
meomecto enable him to '"'...form an opinion as to whether the 
financial statements and schedules reduamcdstemoe Ineluded 
fecne Annual Report...are presented fairly in conformity 

mere cenerally accepted accounting principles applied on a 
omems consistent with that of the preceding year, iRef. 18, p.22! 
Mmeaddition to a "financial statement and opinion" the Annual 
ieeort requires an “actuarial statement and opinion."' In 

this the administrator must appoint an enrolled actuary who 
mices a valuation of the plan every three years, unless he 
determines a need to evaluate the plan more often. Accompany- 


ing the statement must be his opinion as to whether the matters 


disclosed in the statement are on the whole reasonably related 
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Meme experience of the plan and represent his best estimate 


Meemamcticipated experience under the plan. 


TABLE IX 
CONTENTS OF DEPARTMENT OF LABOR (DOL) ANNUAL REPORT 
Mmempoalance Sheet, including statements of assets and 
liabilities, changes in net assets, footnote dis- 
closures and supplementary schedules. 


2. Income/Loss Statement 


fee iransaction Schedule involving the lessor of 
$300,000 or 3 percent of plan assets. 


4. Actuary Statement with an evaluation of the plan 
made every three years. 


5. Name and address of each fiduciary. 

Meeerme reason for change in accountant, actuary, ad- 
ministrator, trustee, insurance carrier, investment 
Manager or custodian. 

meee Opinion, by an individual, qualified public 


feeeuntant in regards to the financial stability 
of the plan and the Annual Report. 


ies nipae Feot sERISAMiaS Deena stgnificant. ~ it 
not only guarantees minimum pension benefits through the 
meee, it also requires minimum funding levels, the effect of 
which is to ensure that the plan does not terminate. While 
ERISA does not specifically state that plan statements must 
be prepared in accordance with GAAP, the required opinion of 
the independent auditor in his attest role makes compliance 
[meercit. Thus, while ERISA provides greater plan stability 
through extensive reporting and new funding requirements, 


Mme actuary and auditor still have wide flexibility. 
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Speeitically, actuarial assumptions, cost methods for deter- 
Mining annual pension expense and/or contributions, and 
valuing investments, provide under GAAP considerable diversity 
and subjectivity. As noted, the FASB has been studying the 
@ssue of pension accounting for some time and nearing a final 
statement on the subject. It is not now known, however, to 
what extent uniformity might be materially increased in the 


a 


future. 


fee PUBLIC SECTOR 


Having presented the fundamentals of pension plan account- 
miemand tunding in the private sector, it is worthwhile to 
Meomepriectly at costing of some representative retirement 
meeeesein the public sector before turning exclusively to 
mmemissue of the military retirement liability. While enact- 


791 


GQ 


meion tO apply to the private sector, the government has 
Mmemmacdopted any uniform practices relating to its own retire- 
meamemorograms. Nevertheless, many parallels can be seen. 

The primary difference is that the annual accruing (normal) 
Beets of the federal systems is usually understated, due in 
large measure to actuarial assumptions that ignore the 

Seetects Of general pay increases and inflation. Consequently, 
most retirement programs are greatly underfunded, while some 
Meenintentionally not funded at all. The net result of under- 
Stating these retirement costs is that the cost of government 


operations and agency programs are also understated. In the 
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feamerme, the unfunded actuarial liability continues to 
grow. 
izs section will describe three widely divergent systems 

affiliated with the federal government as indicated below: 

fost Office Department 

Civil Service Commission 

Social Security System 
While a number of other federal retirement systems exist 
Mienmessee Valley Authority, federal judiciary, etc.), the 
memamecing Operations of these three encompass the large 
imayeemey Of dollar outlays and should suffice for comparison 
MieeeOses. Consistent with the emphasis of this paper, no 
momen as to the equity or propriety of the compensation is 
Merered; only the accounting and funding aspect of the 


prescribed benefit formula is presented. 
Meine Postal Service 


ie Postal service employs approximately 25 percent 
memati persons covered by the Civil Service Retirement 
Mystem. Under current law, the Postal Service matches its 
Pemoyecs’ contributions of 7 percent of base pay to a re- 
mmeement trust fund. As the next section on the Civil 
Bervice will discuss, this 14 percent of payroll is not 
memsidered sufficient to adequately fund normal costs. In 
Mmrmoethe Postal Reorganization Act created the Postal Service 
to be a self-sustaining enterprise and authorized it to 
bargain with its employees. [It was unclear, however, who was 


to finance the increases in the unfunded retirement liability 
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resulting from employee-management agreed upon pay raises. 
As a result, in 1974 Congress passed P.L. 93-349, requiring 
the Postal Service to amortize this increase in unfunded 
meapility, making it the only agency required to do so. The 
nature of these payments is shown in Table x, [Ref. Deo te 
Unresolved, however, is who pays for the increased liability 
resulting from government-initiated raises to retired annui- 
tants based on Consumer Price Index (CPI) changes. This 
Maeeer problem arises because normal costs do not include an 
meemimectlon tor inflation or general level pay increases. 


The conclusion is that postal rates, however high, do not 


currently reflect the full cost of providing services. 


TABLE X 


Sei Nise TOoAMOR I IZe UNGCREASE 
INT TRE POSTALSUNFUNDED LIABILITY 


(thousands of dollars) 


Annual Payments 





Required to Amortize Postal Government 

the Increase in Service AN bya e@) = 
Year Unfunded Liability Payments priations 
1972 62,991 == $ 66,991 
eo? 3 104,985 -- LO oss 
1974 Li aes 5 Ou 104,985 
mo7 5 207,441 207,441 2 
S76 Sieve) 5 Ole Gers) 5 ee) -- 


feeeine Civil Service System 


By number of beneficiaries and current year outlays, 
@ryil Service is the largest of the federal government's major 
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Memadisability retirement systems. There are many inconsis- 
femeies among those systems involving factors such as retire- 
ment eligibility, service credits, the benefit formula, 
reemployment restrictions, survivors benefits and Social 
security coverage. The general benefit formula for Ce TT 
Semvice 1S 1.5 percent for each of the first 5 years of 
egeeee, plus 1.75 percent for each of the next 5 years, 
Peete percent for each year thereafter, multiplied by the 
employee's average salary for the three consecutive highest 
Meyeyears, to a maximum of 80 percent. Thus an annuitant 
with 30 years' service would receive 56.25 percent of his 
@mmoiecnree'' average salary. As a general rule, federal 
Civilian employees are not covered by the Social Security 
meeeram and, as such, are the only major group of employees 
mache United States who cannot participate in this program. 
live last major change in Civil Service funding poli- 
Meereoccurred in 1969 with the enactment of P.L. 91-95. 
This law increased employee contributions to the retirement 
fund to their current level, between 7 and 8 percent of 
Mompensation. This is matched by the employer, the federal 
government. Some comparative statistics on the status of 
the system for the years 1970 and 1976 are provided in 


maple XI. 


Sil 





TABLE XI 


Cr orn Cr eke lik eEMENDTSSY STEM 
ima tons) 


Unfunded 
(Vested) 
Benefi- Lia- Fund Lia- 
Year Claries Outlays bee) tay Balance babi cy 


1970 .97 Loe FIL 56 LEn4 32 Se 504 
1976 aS 8,284 150,470 AS a0, rO70'00 
Percent 

Increase iSO 201 99 95 Oss 


The $150 billion liability shown represents the P.V. of vested 
benefits less the P.V. of future employee contributions. (The 
1974 figure reported by Andersen in Table VIIII was $108 
Ditiion.) These valuations, using the approach that the 
government has historically employed, do not recognize cost- 
Of-living increases until after they occur, while the salary 
Beate used to estimate future pay raises anticipates only the 
Meeomot1on Or longevity type of increase, excluding the infla- 
tion element. As a result, the normal cost, 14 percent of 
meee. to fund future benefits of current employees is 
Meeetricantly understated. Reference 7 calls this the "static 
normal cost,'' calculated in the most recent Board of Actuaries 
memert for the Civil Service System to be 15.64 percent, a 
figure which appears to be covered by the combined contribu- 
ions of employer and employee. The report also included a 


meyliamic normal cost," based on different economic assumptions 
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including future general pay increases and CPI adjustments. 
In recent years general pay and annuity increases have 
Securred frequently and in large amounts. These figures 
ranged from 21.56 to 28.74 percent. In the same year the 
Office of Management and Budget (OMB) estimated this dynamic 
normal cost to be 31.7 percent of pay. Applying the differen- 
Mewenoe 17.7 percent (31.7-14) to the 1976 payroll of $39.2 
billion, normal costs in that year alone were understated 
femest $7 billion. 

In addition to raising agency and employee contribu- 
Solos ceo 7-8 percent, the 1969 law also requires the govern- 
femesto make direct appropriations to the fund to: (1) 
liquidate in 50 annual installments any increase in the 
unfunded liability resulting from pay increases, liberaliza- 
tion of retirement benefits, or extension of retirement 
coverage to new groups of employees; (2) pay interest on the 
unfunded liability; and (35) pay the cost of allowing credits 
miiettary service. The intent of this legislation was to 
Stabilize the fund and retard the growth of the unfunded 
meeriity. Despite the fact that the government contributed 
meee bDillion (18.9 percent of payroll) in 1976, from 1970 to 
1976 the unfunded liability doubled as indicated in Table XI. 
During this same period the number of beneficiaries increased 
50 percent, the average pay rate increased 36 percent, and 
the annuity cost-of-living adjustment increased 64 percent. 
Mmescuming 6 percent annual pay and cost-of-living increases, 


by 1985 the unfunded liability (as distinguished from Fig. 1), 





Enis figure represents exclusively vested benefits) will 


further increase to about $207 billion, lRef- 7, p- 9] 


This 
growth can be expected to continue unless general pay increase 
Seemer! adjustments, e.g., dynamic normal cost, are figured in 


Bae actuarial calculations and the plan financed on this 


masis. 


fee ine Social Security System 


Peeemlra system to be looked at is the Social Security 
orem. ocO0OCcial Security is an accepted part of the American 
scene, but recently has been under attack both for it's 
Meeeed inequities and the important question of how it will 
Semeimanced in the future. Social Security has been defined 
foe o..4a Nationwide group insurance plan with a social objec- 
Mmeaemeeutilizing an insurance approach to redistribute income 
from contributors to the aged, survivors, and disabled, and 
mumeeeepart Of the medical care costs of some of these." 
mieeso percent of total contributions go to old age benefits, 
With the remaining 45 percent going to disability, life in- 
Surance, and Medicare. Provisions of the Old Age and Survivors 
Miemrance (OASI) portion of the system appear to be more con- 
troversial than the Hospital Insurance-Medicare (HI) or 
Mmeability Insurance (DI) portions, and the emphasis of recent 
Meerslative efforts. In 1977, cash benefits under the program 
were paid to more than 33 million persons every month, more 
eam 100 million persons contributed to the system, and more 
mean $102 billion was paid in benefits to the aged, disabled, 
migesurvivors, in addition to $29 billion in Medicare payments. 
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eremonol system, which provides the basic floor of benefits 
to covered retired.workers and survivors to be supplemented 


by private plans and savings, is discussed briefly below. 


a. Pre-1977 


In the 1960's and early 1970's the financial 
Mealti Of the Social Security System was very secure, based 
on real earnings growth, a ea rising tax rate and an 
expanding labor force resulting from the post-WWII ''baby 
meee  Frrior to 1972, Congress raised Social Security bene- 
fits on an ad hoc basis (70 percent over the six-year period, 
Meo 72). In 1972 Congress amended the Social Security Act 
to provide for benefits to increase automatically with in- 
creases in the Consumer Price Index, and for the maximum 
earnings base, on which Social Security taxes are levied, 
to increase automatically with increases in average earnings. 
Unfortunately, there were two serious problems with the 1972 
emendadments, apart from the economic slowdown of 1974-1975, 
Merce contributed to recent problems with the system. First, 
cost projections were made based on obsolete demographic 
eoumoti1ons that bear little resemblence to the recent 
experience of Sharply deel indimempirtimmaces. By 1975, the 
fertility rate (number of births per woman) had fallen to 
ieee below the postwar peak of 3.7 in 1957, and even below 
the level of 2.1 necesssary to maintain a constant popula- 


[Ref. 8, p. 5] Had realis- 


tion in the absence of immigration. 
tic birth rate assumptions been used in 1972 (they were 50% 


too high), the system would already have indicated a deficit, 
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Mammmeme tore the 20 percent across-the-board increase. Assum- 
Ba@eeeontinued low fertility rates, the EeeTEE burden on 
the system would have been immense in the early twenty- 

first century, when those born during the baby boom begin 
Memeerrre. For example, if the fertility rate were 1.7 by 
1985, and remained constant from then on, the ratio of those 
65 and over to the 20 to 64 year old population would be 
Sempeceent in 2050 compared with 19 jee ic il IE S 5 ees 
ieoeeme in the birth rate would cause sharply higher tax 
rates on future workers based on the pre-1977 system. 

The second problem related to the indexing method 
mmesemeoy Congress. Under the prescribed benefit formula, 
payments are computed as a percentage of a worker's average 
monthly wage (AMW) in covered employment. At retirement this - 
benefit, called the Primary Insurance Amount (PIA), is calcu- 
Tated for the worker's actual AMW. The relationship between 
Pieeeand AMW is shown in Table XII. Between 1972 and 1977 the 
percentages on the lef eeweremaulconechedium simereased by she 
Pmoemme the CPI] rose, a 5.9 percent increase between the first 
mmemter Of 1976 and the first quarter of 1977. During infla- 
muemary periods, however, wage hikes were also reflected in 
higher AMWs. As a result, workers received a double benefit 
/meem intlation by having both higher wages and a higher bene- 
meee percentage computed on those wages. The system was said 
mempe “double indexed.'' It would have been possible, by the 
mimaeot the century, for future retireees to have received 
benefits that exceeded their most recent wages, especially 


when the tax-free nature of benefits was included. 
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The 1972 amendments, coupled with low fertility 


rates and high inflation, led to a huge forecasted deficit 


for the system. 


mre deficit to be $2 trillion. 


in 97 SS SOC Sceptre aGctuaries: estimated 


Using slightly different 


Meedarial assumptions, Andersen estimated this liability to 


memes. ¢ trillion. 


In 1975 the trust fund (excluding Medicare) 


balance represented about 70 percent of annual benefit 


payments. 


With payments exceeding revenues, however, this 


SM@eitonl was expected to quickly erode and be exhausted by 


mre Carly 1980's. 


worsen based on the demographic projections 


This deficit was projected to significantly 


oe 


mentioned previously. 





imeseseloomy forecasts indicated that positive 
meepeewere necessary if the Social Security System were to 
Survive in its present form. Numerous proposals were offered 
by two administrations, congressional subcommittees, labor, 
and special study groups and commissions. A few achieved 
general agreement, but most had both advocates and opponents. 
Seoteot the proposals to finance both the short and long-run 
deficits centered around these few key issues: 

Pomemnicreasiane Payroll taxes. [his would include 
Beta the employer-employee tax rate and the maximum earnings 
base which was $16,500. Proponents argue this would be in 
keeping with a progressive tax system whereby higher wage 
earners would pay more into the trust. Opponents argue that 
By thus increasing AMW, the higher contributor would receive 
more benefits later. Further, higher employer taxes would be 
Meese a On in the form of higher prices, hurting those on low 
Sretixed income the most. 

(2) General Revenue Financing. Supported by 
organized labor, this proposal recommended drawing on general 
revenues to supplement the financial resources of the trust 
mma. Since federal taxes are graduated, it is felt this 
would make financing more progressive. Opponents felt this 
option would destroy the contributory philosophy of the 
Meeral Security System and the benefit structure that is 
Semmaings related. 

(3) '"Decouple" the Indexing of Benefits. This 
is probably the least controversial proposal, although how 


to structure a new indexing scheme was the major worry. 
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Under most proposals, the retired population would be treated 
as it is now, with CPI increases of benefits, while current 
employees would be subject to a new "wage indexing" or 

"price indexing" procedure. This change alone could reduce 
mmemne aeficits significantly. 

(4) Increased Coverage. Increasing the retire- 
ment age would both offset somewhat the aforementioned demo- 
graphic shift and reduce benefit payments as some of the 
elderly continued to work. Coverage could also be increased 
by extending Social Security membership to all federal employees. 
Mmeecm@cly, Many retired federal workers end up qualifying for 
the minimum benefit of about 121 dollars a month, based on 
Siteimmexperience in a second job. This is considered a wind- 
memiemeitch benefits far exceeding contributions, that could 
be avoided by extending universal coverage. 

(5) Secondary Benefits. Of two retired workers 
meemeraentical earnings histories, the married worker receives 
meme fits abou 50 percent higher. One proposal would elimi- 
Mate benefit payments to secondary recipients. 

(6) Dependency Test. Currently wives are presumed 
to be dependent on their husbands. A "dependency test" for 
each spouse has been proposed with only the one with the lower 
income over the prior three years qualifying as a dependent. 

Mises only a siallesamplane scot the major 15sues 
Maat confronted the Social Security System. Discussion of 
the complexities of these or the many side issues would be too 


lengthy for a ''macro-treatise."" They do provide some background, 
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however, as to the evolution and purpose of the system, as 


well as the serious financing problems that developed. 
eee POst-1977 


ith weene President Sigenedsinto law H-R. 9564, 
known as the Social Security Amendments of 1977. Many of 
the provisions adopted by the act addressed the problems and 
inequities of the 1972 amendments jie discussed. Among 
those with the most far-reaching impact are: 

(1) Increased Contribution And Benefit Base And 
meter lax Rates. The net effect of these changes is to 
increase revenues to the point where they exceed expenditures 
by 1980. The revised tax rate and taxable wage base schedule 
1s shown in Table air, (ee: ZN 19093 


The distribution of employer-employee contribu- 


tions for 1978 is approximately as follows: 


ee Old. Are 3.144 

2. Disability qe oie 
SL Pres. Courvrvors ) 

ipo oP ehokats: bean 

4. Medicare rn) 

6.050% 


100 





TAS AE exe 


SOCIAL SECURITY TAX RATE AND TAXABLE WAGE BASE 





acc Rates Maximum Annual Wage 
BOY pO ti Pe VeGin ec Comte ribieron andsbene— 
Employers/ Self- fit Base for Employee, 

Year Employees Employed ENDLOwe Bromoc unemployed 

1978 Oe. Set $17,700 

1979 opel: Se | 22,900 

1980 oy aed bes’ See 25,900 

1981 @ 5105) Soe 295700 

1982 Oo. 70 OD Sieoe 0 

oS 3 6.70 2 oi: BS-.900* 

1984 6.70 855 Sonu U0 

1985 05 9.90 Se 00 

1986 TAS 10.00 210) a 2100 a: 

1987 pels 10.00 A2 oid) 

1988 ele Or 00 05 

1989 7.15 10.00 0s 

1990 - as O75 1 


2010 


After 1981, the base would be increased annually 
in line with wage levels whenever there has been 
acost-of-living benefit increase in the preced- 
mio year. 


(Zjmeebccouplineg=) | The mewebenefit formula was 
miegeum in Table XII under ‘1979." To offset the overadjustment 
for inflation resulting from the 1972 amendments, the PIA is 


now computed on the basis of average indexed monthly earnings 
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weemey, Which is stabilized 5 percent below previous levels. 
miemaimeent 1S to assure that Social Security benefit protec- 
tion will keep pace with the increases in wage levels during 
a person's working lifetime and with increases in the cost 
of living, as measured by the Consumer Price Index, there- 
after. Although somewhat involved, a hypothetical example 
of wage indexing under the new law is provided in Table 


XIV Meet. 23, p. 12] 


TAS Ey 


Peet NDEXING AND BENEFIT COMPUTATION FOR HYPOTHETICAL 


PORN INGS, 1951-/38, OF A WORKER RETIRING 
PileiGis “Oe Ni eo) 7 9 
Average 
Annual Wage- 
Annual Covered Indexing Indexed 
Year Pacnines Wages Factor Earnings 
os 1 Soe 010 NZ ne, SOEs 82 $10,596 
23 2 a 90ID 2,945 cea O° O51 
95 3 Be 80 Ses 5.166 belles SyS.t5) 
1954 oo 0 Se. 20 Sy Ue: il Slee 
Loans 4,200 oa’ A SAEs, P22 0 
956 4,200 Sy eh) AG) Pelee O10) 
S'S / 4,200 oy ee) ae 10 ees 62 
1958 4,000 Pacey ee SS OT 1.50 
Loss Z 500 Sy Sole EMP ook 62, 1.42 
1960 4,800 4,148 Laos Pl oL8 
shoul rare Li 1285 Agr 0} 8) Gey Se) 
oO 2 4,800 4,461 rape o 2 ee Sa 
6 3 4,800 ow a Be) 2S KOR cow 
1964 4,800 Del eZ 2.075 9,960 
1 les 6,000 4,787 2.043 EZaO 
mec 06CUC eo) olay et 
eS / Ae 0) OG Seopa 16 4ul She) 2 
96 8 7 (OOM, SiO) t0..6, Vo eae 
1969 oe 010) 5,977 as § ,998 
97 0 00 On, 2.06 1 go iano 6 
Sian 77400 6,670 1.466 IO cians 
MOF 2 jjj-=---- fo ENO, Ie S80 Waa 
D7 3 a5 520 I sy 310, ee $100. zane) 
1974 6,000 8,031 day alle ie S08 
975 7,500 3} 58) Si ‘Sree es: 8,498 
io 70 8,000 Sy ae J) en 8,480 
eo 7 fe, LONG SPIES, Po AO 
1S) ie See. «= ose 15 (OOH, 8,100 





imeoevein the example in Table XIV is calculated as follows: 


foro indexcd Barnings in Highest 
Home a ks $231,636 


AIME = $231,636 + 276 (23 x 12) 839 
PIA under 1979 formula: CO S|) S0e=s S167 
S24) 2x 
($839-180)= $210.88 


PIA (rounded) = $572.90 


(3) The minimum benefit for future beneficiaries 
Was frozen at the 1979 amount of $121 per month. This will 
Memaayusted for CPI increases only after an individual begins 
meteetvyilig it. 

(4) Dependency benefits payable to spouses or 
SurViving spouses will be reduced by the amount of any public 
(federal, state or local) retirement available to the spouse. 
mi@emortset will apply only to pension payments based on the 
e@emse'’S own work in public employment which is not covered 
Seer social Security. 

(5) Recommendations to extend coverage to all 
federal employees was referred to a study group under the 
merection of the Secretary of HEW. No report has been sub- 
Meeced On this proposal yet. 

(6) No general revenue financing was authorized, 
but some funds were transferred from OASI to the nearly 
meee ted DI fund. 

While these are only a few of the many provisions 
Memcne 1977 amendments, they have the largest impact on reve- 


nues and expenditures. The decoupling provision alone 
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Sniinates over one-half of the estimated long-range deficit 
Maeeme SOCial Security System. Based on ane economic and 
demographic assumptionsin the 1977 Reports of the Board of 
Trustees, the long-range (75 year) deficit is reduced from 
femme than S$ percent to less than 1 1/2 percent of taxable 
payroll. 

Mise tie siuure solvency Of the Social Security 
System appears relatively encouraging. The system is funda- 
mentally on a pay-as-you-go basis with the role of the trust 
femeewnich covers only a fraction of total liabilities, not 
very important. It is like a private pension plan in that 
a stream of future benefits is guaranteed the worker, but 
Guite dissimilar in that this stream of benefits will be 
financed by taxing future workers, rather than from the 
Seuurm On a portfolio of investments accumulated over an 
Beeeevtaual's working lifetime. As previously noted, in 1974 
Andersen estimated the unfunded liability of the system to 
be $2.4 trillion. Usted OelLlodso thimevmyecars CO accrue 
mec liability, the reportable balance sheet liability for 
midemyear, as shown in Table VIII, was caiculated to be 
$416 billion. These figures, adjusted to 1977 levels, should 
presumably be reduced somewhat by the recent amendments. 
Under ERISA, this unfunded prior service cost ($2.4 trillion) 
must be funded over a forty-year period. The purpose of this 
MeOvision is to protect workers should the plan terminate or 
the company go out of business. The federal government, how- 
ever, is not presumed to be subject to default; hence the 


argument that prior service costs do not need to be funded. 
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Witte APB Opinion No. 8 states explicitly that "pay as you 
Bomtoenot an acceptable actuarial cost needa 1, para. 24] 
Many argue that this is not relevant to the federal government. 
Under the going-concern concept, the government has an obli- 
meaeome to meet benefit payments to covered beneficiaries, 

Maren it does from annual contributions. As long as it con- 
itinues to meet this commitment, which the recent amendments 

were designed to ensure, the system will remain viable. This 
leaves open to debate the question as to whether or not the 
[eeemmded prior service cost is in fact a liability that should 


somehow be recognized, given a secure pay-as-you-go financing 


system, but one that will remain essentially unfunded. 


ILS 





IV. MILITARY RETIREMENT COSTS 


Peo UlLAY PROJECTIONS AND PROPOSED CHANGES 


Chapter III has already provided some insight into the 


Maeetire Of military retirement costs. To summarize, retirees 


receive 2 1/2 percent of their terminal base pay times the 
Mumber of years of service up to a maximum of 75 percent. 
Simesmoension is drawn immediately upon retirement, is pro- 
tected from inflation by CPI adjustments, and is augmented 
Semeooetal Security payments at age 62 or 65. Some repre- 
wemeatave values of lifetime retired pay, exclusive of 
social Security benefits, is shown in Table XV. 


Meeseecrigures are stated in constant 1978 dollars. 


TABLE AV 


ANNUAL RETIRED Pia) de eee te eel EME Rel T RED 
Pees rFOR THOSE RETIRING AFTER JANUARY 1, 1978 


Grade Years Expected 

meee Cire - of Annual Lifetime 

ment service Annuity Retired Pay 
0-6 S10) $24,000 $690,072 
0-5 210 (9) 8 419 ,912 
E-8 30 IIRILS. ten Oh 3 Ae WI OnS, 
mf 20 5000 191,109 


Dee ul 10S oe 


2 


linmemurecent controversy surrounding the military retirement 


system has centered around three principle issues: rising 


current year outlays, the large unfunded liability, and the 


system inequities (translated to mean over-generosity) in 
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comparison to typical private and otner public sector plans. 
mmpnasis has been on the nondisability retirement costs, 

which account for greater than 80 percent of all military 
retirement costs. (The other 20 percent pays for categories 
such as: disabled retirees, retirees from the "weekend 
reserves,'' and the survivors of retirees.) Table XVI provides 
wemeeturther insignt into the liberal provisions of the military 


retirement system. lRet- 20, p. 55] ° 


TABLE XVI 


memeeNr OF FINAL ACTIVE DUTY AFTER-TAX INCOME 
iawn OULD BE REPLACED By SOCIAL SECURITY 
PD AEE R- PARE TIRED PAY 
UNDER VARIOUS RETIREMENT PLANS 


20 Years 530 Years 
of Service of Service 


Military Some. 97.7% 
@uvyil Service Ae ic Sa5 
Police and Fire 95.7 0) Oe 


State Retirement Systems 


Pennsylvania ee Me ie os EI 
New York 66.6 68.0 
ieihianois GO aes0 eae!) 
Michigan 0.5.40 60.0 


Pravate Sectors 


Bank S05 BOS 
Fund Processor So 5 ae 
miectronics Manutacturer 56.8 Sao 


Oy, 





Mmeromer Criticism of the system's inequities include: the 
ieryeretirement option available after San) 20 years of 
mervice, no Social Security offset to retired pay when these 
Memertits are received, computation based on “high-one" 
terminal salary which aids a retiree who has recently made 
grade or received a longevity pay increase, and 'double- 
dipping,'' among others. The many recent studies have addressed 
most or all of these issues. | 

Outlays for retired benefits have increased significantly 
in recent years. In 1978 retired pay costs were $9.1 billion 
representing 8 percent of the defense budget, as compared to 
mepercent in 1964. It is widely quoted that these costs will 
exceed $30 billion by the year 2000. For this reason, most 
meoposals recommend changes in the benefit formula that would 
reduce these annuities, resulting in significant cost savings 
downstream. Table XVII provides a summary of past and pro- 
Meeted outlays for the current system and three packages of 


Be ane aa ExXGepiEgwilehe. CUGEeMEeZeCag 


proposed Bence si 
Meeindicated, projected figures represent constant 1978 
Seelars. The first option for change would create a two-step 
Saauiity. Upon retirement the recipient would receive a 
reduced annuity until that point when he would have completed 
@harty years of service, when the payment would be restored 
to its current level. Savings by the year 2000 would amount 
Mmepout $1.2 billion in today's dollars. The second option, 
which also entails a two-stop annuity, would defer full 


Beayments until age 55 or 60 and result in further cost re- 


ductions. Cumulative savings by the year 2000 would be 
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Mmeeeotilion. Finally, the third option would reduce military 
metirement costs by over $4 billion a year in current dollars 
maeeme year 2000, and result in a cumulative savings of $36 
mmmemene Ine study recently completed by the President's 


Commission on Military Compensation /Re#- 20] 


also incorporated 
Mmerediced annuity concept. The rise in retirement costs in 
[me years immediately following any enactment are attributable 
Memeere payment of vested benefits ne Hetsonnel who separate 
meeommeco retirement eligibility, a feature endorsed by all 
the proposed changes. 

iiespreoccupation With rising retirement costs, however, 
needs further explanation. First, the high $37.5 billion 
outlay for the year 2000 assumes real wage growth of 
Meomeecrcent and inflation (as reflected in CPI) of 5 percent. 
As noted earlier, the resultant figures are highly sensitive 
to these assumptions. When discounted to 1978 dollars, 
this figure becomes a much more acceptable $12.4 billion. 
Beecondly, ere crowth in retirement costs is the result of 
Mme tactors: inflation, higher military pay, and more 
retirees. It is estimated that 42 percent of this growth 
Mmmeme last decade is attributable to CPI increases. While 
mmeeerCP| increases are likely to continue, the other two 
mletors should not be as dominant in the future. TIwenty- 
emee(22) percent of this growth is attributable to military 
Mayeincreases. During the late sixties and early seventies 
meaumber of significant military “catch-up” pay raises were 


enacted, aimed at equating military compensation to the 


private sector and other federal jobs. In 1967 the Rivers 
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Amendment (later repealed) linked military pay raises to those 
Seemene Civil Service. In 1970 the Federal Pay Comparability 
met increased Civil Service pay levels to parallel those found 
in the private sector. The net effect of these changes was to 
Merse active pay levels significantly, and faster than CPI 
increases (although slower than inflation since 1972). More 
retirees have contributed 36 percent to the growth of military 
Meeirement costs. The effect of unas is shown in Table 

Siz. 'Ret. 29 We tonal aS WeireS  TUMereSetsS ili TS uielsSes. jveiiene 
meme Oo resulted from the buildups required for national defense 
memime WOrid War [f and Korea. Most of the participants in 
Miese conflicts are now retired. While life expectancy has 
Maereased, the size of the active force has decreased considera- 
Dly in recent years. The result of these factors is that the 
Size of the retired military group, assuming no unforeseen 
events, will increase much more slowly in future years. This 


trend is evident from the following table. 


eS LE ay red 


ACTUAL AND PROJECTED NUMBER 
OF RETIRED MILITARY PERSONNEL 


Year Average Number 
oS 2 VS) io 
1957 Oe 09 
1962 $15,450 
1967 Sey 74100 
1972 867,190 
1974 983,788 
1976 1 1G es) 
1978 ard 0) GE 
1980 e206 led 
1982 eo lees Oras 
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The ultimate conclusion to be drawn from these figures 
Meeetac, while military retirement costs are high and will 
Memeriue tO grow, we are over the hump in terms of rapidly 
Mmeeetating costs. The 16 percent a year increase observed 
Mepetween 1964 and 1978 will stabilize at about 7 percent for 
Meempredictable future. This, too, is evident from Table 
Mynl, Excluding inflation, estimated in these projections at 
Meeemecnt, retired pay through the year 2000 will actually 


meoweact a (real) annual rate of less than 2 percent. 


Bee ACCOUNTING IMPROVEMENTS 


M@ememtittary and Civil Service retirement systems currently 
Operate essentially on a pay-as-you-go basis. Recent proposals 
have been made, however, to change the way the federal budget 
Mecounts for these retirement costs. Under the recommended 
Meerial accounting procedure, the budget would reflect the 
Me@eiy accruing liability for future retirement benefits of 
active-duty personnel. This, it is argued, would make the 
Meet more accurately reflect the costs of current activity, 
and improve management by making the full costs of manpower 
more visible. Additionally, the changes would make accounting 
Ber Military and Civil Service retirements more consistent. 

The recommended accounting changes include the following: 

1. Transfer the Defense Retired Pay appropriation out of 
the defense function (050), probably into the income security 
function (600), which now contains the appropriation that pays 
benefits to Civil Service retirees (recently introduced as 


mek. 4894). 
ile 





feed «tO the défense function a charge for retirement 
Mmests Of present employees. This accrual charge would be 
Meetermined as in the private sector, using actuarial assump- 
tions that include expected future growth in prices and wages 
and future interest rates. 

Seimerease the charge for accruing Civil Service retire- 
ment costs to accommodate future price and wage considerations, 
meen this increase being paid by the government. 

ferme ate a military trust fund, similar to the Civil 
Mervice fund, that would hold contributions and pay benefits. 

These changes were recommended by the Executive Branch and 


endorsed by GAO and the Congressional Budget Office ceney EE 


12] 


Of those mentioned, the major advantage is probably the increased 


meomerlity given manpower costs. Under the accrual charge, any 
maamec in pay, numbers of military personnel, or the benefit 
formula will immediately be reflected in the accrued charge in 
the defense function, which should enhance management decision- 
making. Probably the major disadvantage, however, is the sensi- 
tivity of any retirement charge to technical assumptions and 
interest rates. 

Mmemerftects of these changes on outlays and Budget Authority 


[Ref. 12, p. 6] (These figures assume 


are shown in Table XIX. 
4 percent growth in CPI, 5 percent growth in wages, and an 
Bmeerest rate of 6 percent.) As shown, these accounting changes 
would not affect outlays in the budget as a whole, although 
Outlays within functions do change. In the defense function, 


for example, the first two changes would result in a net 


decrease of $2.7 billion, since the accrued charges computed 
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Meembess than current outlays to retirees. If the increased 
Civil Service charge is implemented, however, the defense 
manetion would increase $.5 billion. The accounting changes 


Migera different effect on budget authority, however. If all 


'charges were adopted, the increase would be $13.8 billion, 


Peeometion £or civilian and $7.0 billion for the military. 
The increase of $7 billion OCCU mocCesicce wENeeTederd lepovert= 


emt Desins recognizing its liability to pay future retirement 


meets e But these "contributions'' to the trust fund do not 


Mmartect outlays; outlays occur only when employees actually 


retire. The accruing liability would merely be reflected in 
me special (trust) fund'' maintained by the Treasury. 

Mime these changes prior unfunded liabilities would con- 
tinue to be paid off under a pay-as-you-go system for 50 years 
Or more. The accrual charge of $7 billion is tentative, as 
Meemine Other actuarial projections. If the real interest 
rate were lowered from the 2 percent used to 1 percent, this 
amount would jump BOO Di bios S EMeer ttesce stl Funes could 
map yect to political manipulation, the proposals further 
recommend an independent board of actuaries be established 
to determine the annual contribution required to fully fund 
Meeruing costs. (The law requires the Civil Service to use 
the age-entry normal cost method, an extension of which 
would appear likely for determining the military expense.) 

It is presumed that prior service costs would not be funded, 
except in the case of the present Civil Service requirement, 
and would continue to be met by annual appropriation until 


liquidated. Despite some of the obvious disadvantages 
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momeencd tO, the advantages of these proposed accounting 
changes appear to be eonpe eine eel eS a Sage st) eS Toa edge 
direction, and a first attempt by the federal government to 
recognize the full cost of military manpower, an improvement 
@eeeesiould aid military force planning in the future. The 
Peopescal to create a military trust fund was recently intro- 
fieemmeas H.R. 12392, a copy of which is contained in 


meeendix B. 


Sree UNFUNDED LIABILITY 


Mention has already been made of the nature of unfunded 
meeeerial liabilities. Specifically, this is the excess of 
Mfemmeery. Of prospective benefit payments over the sum of 
Meee amount in the pension fund and (2) the P.V. of 
mere cONntributions for normal cost. This liability was cal- 
Suerecd USing the following assumptions: wage growth 5 percent, 
[Mpeereron 4 percent, and interest rate 6 percent. The resulting 
Geerued prior service cost was shown in Table VI. The combined 
mmmomeservyice liability for the military and Civil Service 
retirement systems in 1976 was $273 billion, a figure sub- 
stantially larger by now. 

Mineeimalitcary untunded liability for 1979 is estimated at 
Meee billion. Referring to Fig. 3{B), since there are 
Presently no assets or a trust fund to hold contributions, 
mimeoesum represents the entire “circle.” (Andersen has esti- 
mated the real liability for reporting purposes to be $80.38 


fmmmeron (in 1974) based on the P.V. of vested benefits.) 
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iiesproposals to recognize an accruing charge for retire- 
ment costs and establish a fund will change the complexion of 
Maeeomecircle. The P.V. of future normal costs would be reflec- 
ted by the annual accrual charge, the amount necessary to 
meiyecund retirement costs of active duty personnel. The 
femainder of the circle, the unfunded prior service liability, 
Pieeecontinue to be met by annual -appropriation until depleted. 
Table XX provides an estimate of future accrual charges based 
on 1978 dollars and assuming 1.5 percent real wage re Oe! 
It 1S apparent that the accrual charge here is somewhat less 
than in Table XIX based on different assumptions used in the 
foeeeerons. ihe last column shows the amount necessary to 
amortize the unfunded liability, but over what time span is 
mmeeear. the accrual charge determined is equal to 36.6 percent 
Cumpase pay. 

ealee the trust fund would be required to invest in govern- 
fomemsecurities, no outlays result until employees retire. A 
few have suggested that the fund be permitted to invest in the 
Semmercial sector, thereby improving its rate of return. The 
investments of large private pension plans have already had an 
Piiemnmoeus economic impact. When the distribution of their 
Meretolios is out of state, politicians become involved. 
Merely, because of sizeable investments in the "sunbelt" 
fegion, northern politicians have become increasingly concerned 
as scarce resources leave their domain. It is extremely un- 
Meecty, given the political volatility of this issue, that funds 


could conceivably be released to private sector investment. 


sah 





Furthermore, this funding scheme would necessarily have an 
mimecmate and full impact on current year outlays. Conse- 


quently, this option is mentioned only briefly. 


TABLE XX 
BUDGET AUTHORITY FOR MILITARY RETIREMENT FUND 


(ey Se old 1s sine lelsnods ) 


Additional Appro- 


Retirement priation to Liquidate 
pear Accrual Unfunded Liability 
1980 $6.9 $ 9.5 
1984 Tae O29 
1988 ae OO 
1992 oi sell oar 
26 8.6 oe 
2000 9.2 S20 


All of this, however, leaves several questions still un- 
answered. eben that real growth in military retirement costs 
have stabilized at less than 2 percent, has too much emphasis 
been placed on efforts to reduce these costs? While the un- 
funded liability does represent a burden for taxpayers in the 
mere. has too much attention been given to this figure, 
Siven the going-concern nature of the federal government, 
Mmemits ability to meet these now-stabilizing retirement costs 
mimoueh general revenues? If accruing liabilities are to be 
Mecognized, is the present proposal the best method, and is 
S=taplishment of a trust fund appropriate? Finally, what 


Miolication for full funding should be made when taxpayers 
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are paying $9.7 billion for present retirees, as opposed to 


an estimated accrual charge of $7.1 billion? 


Else) 





V. SUMMARY AND CONCLUSIONS 


A. SUMMARY 


aie initial sections of this paper briefly traced the 
evolution of accounting by the federal government to be 
Mmement day. The concepts of nee uel accounting and full 
costing were highlighted as being particularly relevant to 
the study of accruing retirement costs. The budget, it was 
noted, should be an accurate reflection of current activity, 
and only an accrual accounting system will show resources 
actually consumed, thereby providing better program and per- 
formance measurement. Probably the most important benefit 
to be gained is that this permits better control over costs. 
This was a major consideration in the recent administration 
feeeeciais to reflect the currently accruing military retire- 
ment costs in Bite federal budget. An extension of accrual 
mememmting 1s the full costing concept, which states essen- 
meine that price should equal full cost. In the personnel 
Example, it was noted that retirement is often overlooked 
when assessing manpower costs, but under an accrual approach 
emomed properly be charged as a cost of current operations. 
Otherwise, the cost of current services (defense) is under- 
Beaced. 

immenepter [il a sample consolidated Statement of Revenues 
and Expenses and Balance Sheet for the U.S. Government was 


mresented, as prepared in 1975 by Arthur Andersen §& Co., on 
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an accrual concept. These figures showed accrued liabilities 
for federal retirement and transfer payment programs, ending 

in an accumulated federal eon On olen tion. Lhe 

Andersen Report achieved wide attention, if not universal 
acceptance. The Congressional Budget Office questions whether 
accrual accounting, as applied to the federal government, en- 
compasses present-value discounting and whether the changes in 
the commitments shown, whether lamar or moral, should be allowed 
to affect budget totals since they do not reflect current 


Mepaity. (ket. a) 


The consensus appears to be that these 
Obligations need to be recognized, but exactly how is disputed, 
and the unified budget attempt may not be the best answer. It 
may be remembered that the recent accounting changes proposed 
PommrecOonizing retirement costs did not affect budget outlays. 
Smesmext sections examined accounting and funding princi- 
ples employed in administering pension plans in the private 
Seeror under the guidelines of APB Opinion No. 8 and ERISA. 
These were subsequently compared to the operation of two public 
Semmer plans and the Social Security System. Despite considera- 
Piemeelexibility in accounting and costing techniques and the 
maimeemwor actuarial assumptions permitted, definite funding 
requirements were observed in the private sector, especially 
mometeable to prior service costs. The public sector plans, 
however, are essentially funded on a pay-as-you-go basis, 
even though a small trust fund may exist. It was further 
Observed that, if funded by design, contributions were in- 


sufficient to meet future benefits and therefore "underfunded." 





For the most part, however, improvements were either recently 
Miememeced OY are in the offing. 

Finally, military retirement costs in specific were 
examined. The increased annual retirement charge, the factors 
Gausing this increase, and the growth of the unfunded liability 
Pewee presented. Recently proposed changes in accounting 
for retirement costs were introduced. These included greater 
femeemrttoOn of the annual Civil Service costs, recognition by 
inclusion in obligational authority an amount for the annually 
accruing military charge, and establishment of a military 
trust fund. Lastly, how to deal with the unfunded liability 


meeeretirement costs was addressed in the final section. 


B. CONCLUSIONS AND RECOMMENDATIONS 


A large number of issues were addresses in this paper. 
It would be difficult to advance conclusions on many of them. 
A few observations, however, that are most pertinent to the 
teere follow. 

fee Accrual accounting and cost-based budgeting offer 
distinct advantages for governmental accounting. Implementa- 
mromeot these procedures, however, has proved difficult. In 
fieweot the appropriation structure and continued obligational 
Meeormting, converting to an accrual basis will be a long, 
Slow process. 

2. There is a need to recognize the growing liability 
meemiting from federal retirement programs and the Social 


Beeirity System. This helps to show the true financial status 


-— 
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of the government and reflects a taxpaying burden on future 
workers. Just how these liabilities are to be recognized, 
anamene propriety of a consolidated federal balance sheet, 
iecmircely to be disputed for some time. In fact, given 

the continuing nature of the federal government and it's 
MeO raise revenues, it is debated whether these repre- 
Sent liabilities at all, in the traditional accounting sense 
of the word. / 

Mumme Uproar in recent years over increasing military 
feeement costs has been somewhat misguided. It has been 
demonstrated that these will grow at less than 2 percent 
maemo the year 2000. Therefore, any proposals to modify 
Meemeresent system should reasonably be presented from a 
standpoint of equity and force requirements, vice retirement 
outlays. 

4. Likewise, the size of the unfunded liability has been 
somewhat over-emphasized. Given stabilized retirement out- 
[ieee there is no reason to suspect that Congress will fail 
mempaporopriate these funds. The size of this liability is 
Sierred iii Comparison to that of the Social Security System. 
Memmeoctively (military, Civil Service Commission, and Social 
memuricy), however, these systems do represent a significant 
burden on a relatively decreasing working populace. The 
feretieror Proposition 13 and the recent initiative to call 
memeomstitutional Convention to require a balanced budget 
have omnious implications as to the willingness of current 


Eaxpayers to meet past commitments of this nature. 


Ze 





fee rinally, the recently proposed accounting changes 
Piremmirkitary trust fund appear sound. This permits the 
recognition of annually accruing retirement costs without 
mieeeering budget outlays, while slowly paying off the un- 
Mmecadeliability. Conceivably, this concept could also be 
Sxceended to the Social Security System; however, the political 
Yamifications and the size of the-.annual accrual charge (above 


contributions) are unknown. 
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APPENDIX A 


PUBLIC LAW 84-355 
AN ACT 


Remar ovs fovcrnmentali budsetine and accountings aa tnece and 
Beocecarcs, am! for other purposes 


BenitG Gnacted by tne Senate and House of Represenvativos 
Smmenemun.ted States of Armsrica in Censress assembled, 


meee TS TO THE BUDGET “ALD ACCOUNTING ACT, 1921 


Sec. 1 (2} Section 201 of the Budset and Accounting Act, 
eeememoa Smencsd (S12 0. S.C. 11), ia further az a ep sei 
Somemx (A2)" .fter the words "Sec, 201,": by chancing sub- 
section (a) to suboaracraph (1); oy adding sftor gupp2racraph 
fipea new Subnaracraph (2) at such times as TF pe sracticablae, 
Peeersation on  %ro-rem costs and accomolishments": by chanting 
subsections (b) through (3) to subparacraphns (3) throuch esis 
respoctively, 


Wap Secticn 216 of such Act, as a@nended (31 U. S.C. 
yes Purtheor amended by insertinz “(a) after tke words 
mec, 215." adam EeCe OL oO eoeemo wes esee 6. Ors ¢ 


"(b) The reauests of the dernrtronts and estanlishments 
merenoprOopriations shall, in such manner and at such ti:sss 
mamememeoo Cetersiined by tae President, be develoced from ecste 
cassd budszvts, 


%(o) For purooses of administration ard creration, 
mmmmamcoce=onscd bud-sts sksll be used by fle GOs peee ia amd 
Meer anos tnd tasir subordinete units, Administrative 
Beedey fSions of egproprications Creed Ss ecaeasl Se meGqe cn the 
Pasis of guch cost-based bud-ets," 


AHENDHENTS TO TL BUDGET AND ACCOUNTING PROCEDURES ACT OF 1950 
Sec. © (a) The Budset and Accovntin= Procedures Act of 


Moo lg amendcd by ingerting after section 105 thereof the 
mertoving new section: 


LZ 


ee iS SSM 


— 
NES ie! Sy SS hg ag A + SN seme eg RY ap gS es er ee ca A 





BRe@ou tlia ALD BUDGET CLASSIFICATIONS 


Sec. 206. The head of each executive asency shall, in 

monsultaticn with the Director of the Bureau or the Pudcset, 
poke whatover acticn may be necessary to achieve, insofar as is 
Wpossible, (1) consistency in accounting and budget classifica~ 
itions, (2) synenronizaticn between accountings and dudzet 
Classifications 2nd organizational structure, and (3) support 
Semeecomowesot justiricaticns oy information on perfermances 
Mad orocram cesta by orceanizational units." 


mo Section 113 of such Act (31 UG. S. C. &S6a) ts amended 

DY adding at the end thereof the Fonlalgtne new subsection: 
"(co) As soon 48 vrecticable efter the date of enact- 
Seeemott 1S swosecticni, the honad of each oxec:utive arency 
Seem accordance with orincinies and atandards prescribed 
Mmmpeecmoo. trolicr General, causa the accounts of such a-ercy 
to be maintained on ean aceruel basis to show oe resources, 
Peep b.es, end costs of operation wae gh ecuicmea-oncy with 2 Very 
Memeo yatin~ the >srevaration cf cost-based ae as ree 
Masred by sectizcn 215 of the Slogan ihols Accountine IGG) 1 eee 
Meeeeencead, ithe eaecccunting system Begs eee Bete eunpgection 
Miakleanclids aicquete monetary; property accounting records 
Basen intocrel oort cf the Ses Ore 


(oe) Secticn 116 of such Act 1s amended by inserting 
plaa (c)" after tho words "section 111", 


See eS TORT TON OF SYSTE:N FCR SUBDIVIDING FUNDS 


See. 35 Section 5679 (cs), Revisceé Statutes, as amended 





meme, G, GEO (7-)), is fursher amended lonieaieielomelguere\ 7 | ciske page 
tnercef the Solloine Sen cenco+. | seameorGes cones 4 Sapo lst te 


system for the sdminictrativa subdivision of appropriations om 
Meee@ewesch 2esney snall work teward the cbhjective of finan 
Meemmosoretin=> unit, at the hichecst oracti Oe Homie ig torn 


more than one tcministrative subdivision for each aopropori: 
or fund eaffectins: such anit." 
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Approved sAusust 1, 1356 
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APPENDIX 8 


95r11 CONGRESS 7 
ar HR, 12392 
die te 5 





IN THE HOUSE OF REPRESENTATIVES 


Apnit 26,1978 


Mr. Price (for himself and Mr. Bos Wirsonx) (by request) introduced the fol- 


lowing bill; which was referred to the Committee on Armed Services 


P| 


A BILL 7 


To amend title 10, United States Code, to provide for a Depart- 


Oo Om Se WOW to - 


ment of Defense Military Retirement and Disability Fund, 


and for other purposes. 
Be it enacted by the Senate and House of Pepresenta- 
lives of the United States of -imerica in Congress assembled, 


That subtitle A of title 10, United States Code, is amended 


by: 
(1) Inserting the following new ttem in the chapter 
analysis and the chapter analysis of part IT: 


“T4, Department of Defense Military Retirement and Disability 
Un eee eee et eee 1460”, 


(2) Inserting the following new chapter in part IT: 
“CHAPTER 7i—DEPARTMENT OF DEFENSE MILI- 
TARY RETIREMENT AND DISABILITY FUND 


“See. 
Efad, Deliitions. . . 7 
“H6L Department of Defense Milinury fetirement and Disability Pan. 


12a 





— 


m0 bb 


“Sec. : 
“1462. Investment of Fund. 
“1463. Determination of currently aceruing retirement lability. 


- ©1464, Determination of Fund abilities. 


“1465. Payments and transfers into the Fund. 
**§ 1460. eanitions 

“Tor the purposes of this chapter: 

(1) ‘Fund’ means the Department of Defer nse Mihtary 
Retir ement and Disability Fund to be established pursuant to 
this Act. 

“({2) ‘Currently accruing retirement liability’ means the 


amount of funds needed to finance benefits for future retire- 


ment and survivor benefits accruing as a result of military 


service performed after September 30, 1978. 


“(3) ‘Preexisting unfunded liability’ means the present 


‘value of all retirement benefits earned as of the date of the 


establishment of the Fund. 


“(4) ‘New unfunded liability’ means the present value 
of all retirement benefits earned as of the date of the new 
Mfanded liability is determined less the Fund balance and 
preexisting unfunded liability as of that date. If in the “ 


culation of the new unfunded liability 1t 1s found that ere 


‘is a surplus in the und, the surplus shall be known as an 


‘actuarial surplus’. 
~ “(5) ‘Fund balance’ means the sum of— 
(A) the investments of the Fund in interest bear- 


Ing securities of the United States plus 


NP: 
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of Defense, 


“(B) the unobligated cash balance of the Fund on 
the books of the Treasury. 
“$1461. Department of Defense Military Retirement and 
Disability Fund 


(a) There is authorized to be established a Depart- 


ment of Defense Military Retirement and Disability Fund. 


The Fund is authorized for the payment of retired pay and 
retirement pay, as authorized by law, of military personnel 
on the retired lists of the vo Navy, Marine Corps, and 
Air Force, including the reserve components thereof, re- 
tainer pay for personnel of the Inactive Ileet Reserve, and 
payments under section 4 of Public Law 92-425 and chap- 
ter 73 of this title to survivors of military personnel, 

“(1)) The Secretary of Defense shall adimuuster the Fund. 
and shall prescribe the rules and regulations for the estab- 
lishmient, maintenance and administration of the Fund. 
“$1462. Investment of Fund 

“(a) The Secretary of the Treasury shail maiutain the 
Fund on the books of the Treasury. It shali be the duty of 
the Secretary of the Treasury to invest such portion of the 
Fund as is not in the judginent of the Secretary of Defeuse,. 
required to meet current withdrawals. Such investments 
shall be in public debt securities with maturities suitable 
to the needs of the Fund. as determined by the Seeretary 
| aud bearing interest at rates determined by the 
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Secretary of the Treasury, taking into cousideration cur- 
rent market yields on outstanding marketable obligations 
of the United States of comparable maturities. The mcome 
on such investments shall be credited to and form a part of 
the Fund. 
“$1463. Determination of currently accruing retirement 
liability 

“The percentages of basic pay necessary to fund cur- 
rently accruing retirement liability shall be computed an- 
nually as provided in section 1464 of this title. The annual. 
coniputation of the percentages shall be premised on as- 
sumptions, including assumptions of interest rates, annual 
Increases in military basic pay, and inflation as determined 
by the Board of Actuaries described in section 1464. 
“§ 1464. Determinations of Fund Ilabilities 

(a) The President of the United States shall appoint 


three actuaries, to be members of the Board of Actuaries of 


the Military Retirement System. The actuaries first ap- 


pointed under this section shall be appointed for terms end- 
ing five, ten, and fifteen years, respectively, after the date- 
of cnactment of this -\ct, the term of each to be designated: 
by the President at the time of nomination. Each successor 
shall be appointed for the term of fifteen years from the 
date of the expiration of the tern for which his predecessor was 
appointed. Any actuary appointed to filla vacancy occurring 
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prior to the expiration of the term for which his predecessor 
was appviuted shall be appointed only for the remainder 
of such term. A member of the Board, not otherwise in the 
employ of the United States, is entitled to pay at the daily 
equivalent of the annual rate of basic pay of the highest 
rate of basic pay then currently being paid under the Gen- 
eral Schedule of subchapter II of chapter 53 of title 5, © 
United States Code, for each day the member is engaged 
on work of the Board, and is entitled to travel expenses, 
including a per diem allowance, in accordance with section 
5703 of title 5, United States Code. The Board shall report 
to the Secretary of Defense annually on the actuarial status 
of the system and furnish its advice and opinion on matters 
referred to it by the Secretary. The Secretary shall keep, 
or cause to be kept, such records as necessary for making 
periodic valuations of the system. Such valuations will be 
carried out by the Department of Defense using methods and 
assumptions approved by the Board. The valuations will 
include— 

“(1) an annual determination, in sufficient time 
for the preparation of budget estimates for the ensuing 
fiscal year, of the percentages of basic pay of military 
personnel necessary to be paid to the Fund to finance 


the estimated currently accruing liability: and 
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_timates of amounts needed—- -° - aT 


“(2) a periodic estimate not less than once every 
four years, of the unfunded habilities of the Fund. 

“()) The Board of Actuaries shall review such valua- 
tions and report periodically, not less than onee every four 
years, to the President and the Congress on the status of 
the Fund and recommend such changes as in the Board’s 
judgment are necessary to protect the public interest and 
maintain the system on a sound financial basis. 

“(c) Based on the valuations made under subsection 


(a2) the Secretary of Defense shall cause to be made es- 


- © 


“(1) to be appropriated as part of annual appro- 
priations available for pay to cover payments to the 
Fund for currently accruing retirement liability; — -- 

“(2) to be appropriated each year for transfer to 
the Fund to liquidate the preexisting unfunded liability 
for retirement benefits payable during the budget year 
that arc attributable to service performed prior to Octo- 
ber 1, 1978; ae OF 

“(3) to be appropriated for transfer to the Fund 
to the extent necessary to liquidate any new unfunded 
liabilities of the Fund; and 

“(4) to be transferred from the Fund to the Gen- 
eral Fund of the Treasury to liquidate any actuarial sur- 


plus in the Fund. 
Dd 





The amounts determined under clauses oe (2), (3), and 
(4) shall be jncluded in the budget transmitted by the 
President pursuant to section 201(a) of the Budget and 
Accounting Act of 1921, as amended (31 U.S.C. 11). 
*§ 1465. Payments and transfers into the Fund 
(a) There shall be paid into the Fund each month, from 
appropriations of funds used to pay military personnel of 
the Army, Navy, Marine Corps, and Air Force, including 
the reserve components thereof, percentages of the basic pay 
of such personnel, without deduction from the pay of such 
ersonnel, necessary to fund the currently accruing retirement 
Miability. The first payment under this section shall be made 
} = months after the Board of Actuaries described in sec- 
tion 1464 of this title computes the percentages of pay needed 
to be paid into the Fund for the fiscal year beginning 
October 1, 1978, and the first payment shall. be made in a 
lump sum equal to the total of the amounts that would hare 
been paid to the Fund cach month between October 1, 1978, 
and the time the first contribution is made. 
“(b) In addition to the payments made pursuant to sub- 
section (a), there shall be transferred into the Fund: 
“(1) unobligated balances of appropriations cur- 
rently available for retired pay of military personnel, 


(2) interest on investments of the Fund, and 





(3) such amounts as may be appropriated for trans- 


fer to the Fund.”. 


Sec. 2. This Act is effective October 1, 1978. 
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A BILL 


To amend title 10, United States Code, to pro- 
vide for 1 Department of Defense Military 
Retirement and Disability Fund, and for 
other purposes. 
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ArriL 26, 1978 
Referred to the Committee on Armed Services 
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